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Secret Reserves* 


By J. Porter Jopiin, C. P.A. 


When called upon by your esteemed president to prepare a 
paper to be presented at this meeting, the honor was felt to be 
such that I was constrained to consent, although doubting my 
ability to contribute anything that would be of any considerable 
value. However, inasmuch as the subject of the paper was left 
to me, and not recalling any specific treatment having been given 
at any of your conventions, or at any of the annual meetings of 
the American Association of Public Accountants, of the subject 
of secret reserves, the thought occurred to me that some benefit 
might accrue to our profession through a full and free discus- 
sion of the attitude to be assumed by the professional account- 
ant when faced with such conditions as this subject would 
present. 


It is to be understood and remembered that the attitude of 
the accountant, when called upon to audit the accounts of an 
incorporate company (whether it be a bank or an organization for 
the purpose of operating in any of the various capacities which 
are embraced in modern business activities; and whether he be 
employed by the stockholders or by the directors or even by the 
managing director or president of the company), is clearly de- 
fined and his duty is to the stockholders who are the owners. 
Any report or statements he may make must be made in the same 
impartial attitude as would be the case if he had been elected 
by vote of the stockholders at the annual meeting of the com- 


* This paper was prepared to be presented at the annual meeting of the 
Dominion Association of Chartered Accountants to be held at Halifax, Nova Scotia, 
in September last. The breaking out of the European war prevented the hold- 
ing of the meeting at the time set; consequently the paper was not presented. 
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pany. If he is engaged by the directors of the company his 
report will necessarily be made to them; but the subject-matter 
of any certificate on the accounts will be made the same as if 
his election had taken place as described. 

Undoubtedly the managers of a corporation are better able 
to judge as to what policy will make for greater success for the 
company than the ordinary stockholder who has not the oppor- 
tunity or advantage of a full knowledge of matters affecting the 
conditions which surround its affairs; but the latter is entitled 
to a full and complete presentation of affairs, so that he may be 
informed as to the true value of his holdings, that he may not be 
misled into thinking that his property is of less value than a 
complete knowledge of the facts would disclose. 

The following definition has been given, and may be of in- 
terest :—‘“A secret reserve is a device by which the condition of 
a business is made to appear less favorable than it actually is, 
through the action of the managers, without the knowledge of 
the board of directors; or of the board itself, without the know- 
ledge of the other stockholders.” 

A number of years ago there was a defalcation of $690,000.00 
in the First National Bank of New York. It was stated by the 
officers of the bank that the entire amount could be taken care 
of without making any charge against the undivided profits ac- 
count. It was not understood by very many people how this was 
possible, and only a few were much the wiser when informed 
that the bank had a large secret reserve. 

There are many forms that the secret reserve may take, such 
as writing down, to a comparatively small figure, valuable assets ; 
making excessive provision in the way of reserves for bad debts, 
or other contingencies; valuing stocks of material or goods on 
hand below cost; or including special reserves among active lia- 
bilities under the head of accounts payable, thus making them 
appear as active liabilities instead of nominal accounts which do 
not affect the real value of the assets against which they are 
set off. In the case of a bank, it is more easily done with stocks 
and bonds, or where it owns its own buildings which can be 
more or less under-valued. 

In justification of secret reserves several arguments have 
been advanced, which it may be well to consider. Perhaps the 
chief reason given is to provide, out of excessive profits of pros- 
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perous years, a fund which can be drawn upon to increase the 
profits of less prosperous ones—the idea being to prevent fluctua- 
tion in the affairs or standing of the company, and to obtain as 
nearly as possible a uniform status of conditions. This policy 
would not seem to be in dispute, and there is no contention as to 
the advisability of establishing a reserve. The only question in 
dispute is as to whether it should be secret or not, and if so, 
whether the establishment of such a reserve is justifiable with- 
out the knowledge of the directors, when created by the manager; 
or whether the directors only should be authorized to establish 
it, without the knowledge of the other stockholders. 


In the case of a company having made abnormally large 
profits in one year, due to remarkably favorable conditions in 
either its buying or selling market, or both, the directors may 
deem it wise to conceal the excessive profits in order to pre- 
clude the necessity of explaining the following year why the 
profits have fallen below the high mark thus set, or perhaps even 
below the general average. The accountant is faced with the 
question as to whether the object to be gained, by making the 
profits of the business appear to be regular, is sufficient justifi- 
cation for the suppression of the true facts in regard to the 
transactions of any one or more years, and with respect to the 
true financial condition of the business which is the result of 
those transactions. 


It is claimed by those who defend the establishment of a 
secret reserve that it is better to conceal abnormally large profits 
one year so as to provide against the necessity of showing actual 
losses in another year, the company being looked upon as an 
entity. In the case of a close corporation whose stockholders are 
conversant with all the facts about the business, there would be 
no serious objection. On the other hand, there would also be no 
good and sufficient reason for doing it, as there would be noth- 
ing gained. Again, in the case of a company whose shares are 
broadly scattered, and may be disposed of at almost any time 
on the basis of a published statement furnished by the company, 
it would seem difficult to find: any justification for the practice. 
The seller of such shares is unquestionably deprived of the ad- 
vanced price that would doubtless have been obtained, if the true 
condition had been known to him and to the one who made the 
purchase of the shares. Should the purchaser, by any chance, 
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be one of those on the inside, who is informed as to the existence 
of the secret reserve of which the seller is ignorant, obviously the 
injustice to the latter is still more flagrant. Referring again to 
the bank mentioned, the one item quoted amounted to fourteen 
per cent of the total capital. All sales made prior to the dis- 
covering of the shortage were based on wrong assumptions, to 
the detriment of the sellers. 

Mr. Francis W. Pixley, one of the most noted accounting 
authorities in Great Britain, said in St. Louis at the congress of 
accountants in 1904: 


“Many persons consider that the duties of auditors of com- 
panies are toward the shareholders for the time being, who have 
a right to the full profits earned during the actual time they are 
holders of their shares. If, of course, the statutes of a com- 
pany provide that each year the profits of the year shall be divided 
amongst the shareholders, than perhaps this view is correct; 
but this is very rarely the case, the distribution of profits of com- 
panies being in Great Britain left to the discretion of the directors. 
I hold the view that the duties of the auditors of a company are 
to the company as an institution, and not to its individual share- 
holders ; consequently I am of the opinion that what are known 
as ‘secret reserves’ are right and proper, and tend toward the 
maintenance of the company as a permanent institution, and that, 
in fact, without these reserves it is quite impossible, having regard 
to the fluctuation of both financial and trading operations, for 
any company to exist beyond a very limited period. At the same 
time, these reserves must be honestly made and in the interests 
of the company. For directors to create secret reserves with 
the object of withholding profits legitimately earned from dis- 
tribution to the shareholders, so as to induce them to dispose of 
their holdings and acquire such holdings for themselves, is as 
flagrant an act of dishonesty as can be conceived; and should 
auditors have any reason to believe that reserves are being 
created through improper motives, they should protest against 
this, and if necessary, so report to their shareholders. When, 
however, reserves are made bona fide in the interests of the com- 
pany, then—although the auditors may consider them beyond 
what may be actually required—they are in my opinion, justified 
in passing them without comment, knowing that in so doing, the 
financial position of.the company will be strengthened.” 
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It will be noted that Mr. Pixley takes the somewhat remark- 
able position that “the duties of auditors of a company are to 
that company as an institution and not to its individual share- 
holders.” 


Mr. A. Lowes Dickinson, who is considered a very high 
authority, says in this connection, “There is a consensus of opin- 
ion that an overstatement of profits knowingly made is improper, 
but the opposite proposition as to an understatement of profits 
has so far received little consideration and yet it is of consider- 
able importance. Corporations are the property of the stock- 
holders, and therefore primarily anything which the stockholders 
or the directors elected by them may approve may be considered 
to be within their power to decide as they like, provided that it 
is within the law; and it is not suggested that there is any general 
law which would prohibit an understatement of profits, as it would 
undoubtedly prohibit an overstatement. But inasmuch as the 
stocks of the majority of corporations are quoted on the stock 
exchanges throughout the country, the corporation is in some 
sense the property also of the public. It becomes therefore a 
great question to what extent it is legitimate or proper that it 
should publish a statement of its earnings or its position which 
materially underestimates either; and yet it is obviously within 
the discretion of the managers or directors to make reserves to 
meet possible contingencies, and the constitution and by-laws of 
most corporations give them such powers. Inasmuch as the 
majority of industrial corporations do not publish their gross 
earnings, such reserves can easily be made and are made con- 
tinually in a form in which they do not appear in any way in the 
accounts and are known therefore only to the directors and 
managers. 


“Each case must be judged on its own merits. Where the 
directors or managers have exercised a wise discretion in pro- 
viding in advance for contingent losses which are incident to the 
nature of the business and cannot, from a reasonable point of 
view, be considered in excess of the amounts which a wise fore- 
sight would provide, it would seem that no exception should be 
taken to the undisclosed portion thereof. Where, however, re- 
serves are made largely in excess of any possible contingencies, 
the amounts provided should be disclosed in the profit and loss 
account and probably also in the balance sheet, so that all those 
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interested may be in a position to form a reasonably correct opin- 
ion as to the financial position. For instance, a business such as 
banking is from its nature peculiarly liable to large and unex- 
pected losses, the disclosure of which might prejudicially affect 
its credit and position in the eyes of the public and of its de- 
positors, and possibly cause a disaster out of all proportion to 
the cause; and it is therefore obviously sound policy to accumu- 
late such ample reserves as will enable losses to be met without 
any apparent disturbance of normal conditions; but so far as 
the majority of corporations and businesses are concerned, pub- 
licity in such matters is undoubtedly most desirable, and all 
reserves to meet contingencies which may occur in the future, 
but have not yet occurred, should be fully disclosed.” 

It will be observed by these remarks that Mr. Dickinson 
reasons that since it is conceded to be a good thing to establish 
adequate reserves against contingencies, therefore secret re- 
serves are to be allowed, provided a wise discretion is observed. 
However, he does not say what a wise discretion is, nor who is 
to be judge of its wisdom. 

The theory may be advanced that the secret reserve not in- 
frequently obtains in items that have permanently or even tem- 
porarily advanced in market value above the cost at which they 
were placed on the books, and that the man who is conservative 
is indisposed to increase the book value, and show a profit that 
is yet to be realized. The answer in this connection would be 
that there is no objection to increasing the reserve itself, the 
concealment of it being the only point open to criticism. In fact, 
it would not be necessary to increase the value on the books if 
the increased value is indicated in the balance sheet, or other 
schedules submitted to the stockholders. As an example, in 
the case of stocks and bonds, the amount at which these are 
carried on the books would remain in the balance sheet, but 
there should be a note appended stating the market value as 
being greater than the figure at which they are carried. 

So as to obtain a clear idea as to whether this practice is 
justifiable, it will be necessary only to look at the true nature 
of a corporation. In all probability no one would defend the 
managing partner of an ordinary co-partnership if he were 
deliberately to understate the profits so as to prevent his partners 
from drawing out greater dividends than in his judgment would 
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be proper. But are not the president and directors of a corpora- 
tion simply the managers of a partnership affair, the act of in- 
corporating being for the purpose of limiting the liability and 
for greater convenience of action, but not in any way causing 
the company to differ from an ordinary co-partnership other 
than in these points? 

Perhaps the most serious difficulty that the advocates of 
secret reserves have to face is the question of determining whose 
discretion is to be consulted. Should the directors be authorized 
to use their discretion, because they do not deem it wise that the 
stockholders should be informed of exact conditions, the presi- 
dent may very justly claim that it would be better for him to 
use his discretion to the exclusion of the directors, because he 
is of the opinion that they are not possessed of the necessary 


discretion to measure up to his ideas. It would seem that this _ 


would be equivalent to handing the company over to the dis- 
cretion of one or two men and allowing them to supply the stock- 
holders with whatever information their wisdom would permit. 


If it is the idea that the stockholders be regarded as incapable 
of intelligent action, and therefore to be treated as incompetents, 
the managers or directors would be right in constituting them- 
selves conservators and in imparting only such information as 
is best suitable for their untrained minds. On the other hand, 
if the stockholders are to be treated as being of reasonable in- 
telligence, it would be natural that they should be trusted to 
understand that the different years of a business cannot always 
be equally profitable, and that any practice is wise, and to be 
commended, which would create reserves out of the earnings of 
good years, so as to, provide for a deficiency in the poor years 
which are likely to follow, or which it is possible may follow. 
The present day tendency is to repose more and more confidence 
in the stockholders’ judgment by giving them more information 
regarding their affairs than has been done in the past. Un- 
doubtedly this tendency will eventually put an end to the estab- 
lishment of secret reserves. 

That it is to the stockholders that the business belongs, and 
that they are entitled to all the information that it is possible 
to give them, which affects their interest, is the viewpoint that 
it is desired to convey. Should the stockholders be insistent in 
making demands for the payments of unwise dividends, it would 
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seem to be their privilege to do so, and their concern alone, and 
it would be unwarranted for anyone in this particular to con- 
stitute himself their guardian in the administration of their 
affairs. 

Take the case of a bank that has charged off its real estate 
holdings and submits a balance sheet without including property 
charged off. Unless there appears on the balance sheet the 
item “Real estate and buildings,” with a schedule of the prop- 
erties giving at least a nominal value and stating this value to 
be purely nominal, so as to indicate that there has been a re- 
duction in values arbitrarily made, how would the stockholders 
who had received their holdings by inheritance or otherwise, and 
who are not versed in the past affairs of the institution, have 
any idea as to the true value of these holdings? It is true that 
in many instances these shares are quoted on the stock exchanges 
and that one would naturally look there for the market value. 
Nevertheless, if there has been charged off against surplus a 
large amount reducing the values of real estate and buildings 
without anything to show that the property has been depreciated 
to the extent represented in the charge, there is not the same 
knowledge regarding the facts that one would have if the reserve 
were properly stated in the balance sheet. Where the bank 
occupies its own buildings, purely for its own use, it would seem 
to be a wise policy to reduce the cost of the buildings by creat- 
ing an ample reserve, inasmuch as the buildings might be valuable 
to the institution only as a going concern; but wherein the ob- 
jection lies to stating this reserve, it would be difficult to see. It 
is true that the directors will, in most cases, determine the amount 
of dividends to be paid, but it would seem that the stockholders 
should be informed as to what reserves have been set aside out 
of profits before dividends are declared. In the case of a bank 
which owns real estate and buildings which give a revenue from 
rentals there would be less reason for creating a reserve than in 
the case of the bank owning buildings exclusively for its own 
use, and there would be even less excuse for making a secret 
reserve. 

It is contended by Mr. Dicksee in his excellent book on 
Goodwill that if a company has legitimately placed goodwill on 
its books by purchase, and later wipes it out by charges against 
surplus, a secret reserve is thereby established. There would 
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seem to be room for argument in this connection. It is quite 
true that the surplus has been reduced on the balance sheet below 
the amount at which it was formerly carried, and that the good- 
will no longer appears as an asset, but the absence of goodwill 
on the balance sheet is no secret, as it is plain to be seen that it 
is not there. Furthermore it is true that if the surplus is taken 
to be the gauge of the past earning power of the company, the 
reduction of the surplus would indicate a smaller earning power 
than had really been the case. But the surplus is not an in- 
dication of past earning power unless it is accompanied by a 
statement that at no time have dividends been paid. So as to 
find out the earning power it would be necessary to have a sur- 
plus account presented in condensed form, showing all the yearly 
operating profits credited to it, and all the dividends and other 
items charged to it during the year; by such a presentation the 
fact would be disclosed that the goodwill had been charged off, 
and again there would be no secret. 


In the event of a tangible asset being charged off against 
surplus, the secret reserve is established. The great difference 
between charging off a building and charging off goodwill is 
that the business does not necessarily have to own a building and 
if the accounts did not present such an account, the indication 
would be that it did not own one, a secret reserve thereby being 
established to that extent; while the possession of a goodwill 
is inherent in the very nature of the business according to its 
prosperity, and its absence from the accounts simply implies 
that the occasion never has arisen for placing it on the books 
or that it is not the desire of the business to carry it as an asset 
any longer. It cannot be inferred that it did not exist because 
it does not appear on the balance sheet. 


When the officers and directors of a company insist upon 
writing down assets, about whose value there may be an honest 
difference of opinion, the auditor is in a somewhat difficult posi- 
tion. As previously shown Mr. Pixley says that the action cannot 
be objected to, unless it is caused by a desire to defraud un- 
suspecting stockholders. But, he does not say how the auditor 
is to find out the real motive in the minds of the officers and 
directors. It is somewhat difficult to combat the ostensible rea- 
son given that the desire is for a very conservative manage- 
ment and a preference to be well on the safe side. Ordinarily 
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it is the auditor’s duty to argue on the side of conservatism with 
those who are inclined to over-value the assets, and his tendency 
will be to agree with a moderate under-valuation. However, 
he should protest against any excessive under-valuation if he 
finds reasons for the assumption of such, and should his opinion 
not prevail against the instructions of the officers and directors, 
he should, in my opinion, refuse to sign any report that does 
not show very clearly that, by setting up specific reserves, under- 
valuations have been stated. He has no way of assuring him- 
self that his report is not going to be used so as to induce some 
stockholder who is not posted as to the true conditions to part 
with his holdings without obtaining a fair value in return. 

Mr. R. H. Montgomery in his book on Auditing says: “The 
fact of the matter is that an auditor is taking big chances when 
he passes a balance sheet which conceals or understates assets. 
Good faith may be only apparent, the real purpose of the 
management being to buy the interests of the misinformed. 

“In no event, however, should an auditor certify to a balance 
sheet from which any asset has been omitted entirely. The 
arguments in favor of an under-valuation are weak enough, 
supported as they are by the general assertion that the item speaks 
for itself in the balance sheet, but there can be no argument at 
all to support the complete omission from the asset side of the 
balance sheet of any item of property, tangible or intangible, 
which has or may have a market value.” 

When an accountant is appointed auditor for the stockholders 
of a company, he would not seem to be justified in signing a 
certificate on the accounts which contain a secret reserve or 
any other element that is not exactly in accordance with the 
facts. He is not only in duty bound to tell the entire truth for its 
own sake, but he is also under obligation to give all the informa- 
tion in his power to the stockholders. In the case of the ap- 
pointment of the auditor being made by the directors, as previ- 
ously stated, his duty is clearly still due to the stockholders, 
and while it is true that it would be better to follow the English 
practice and have the auditor appointed by the stockholders to 
be their special representative, it does not seem clear that by 
not being so appointed he is in any way absolved from his duty 
to the stockholders. His report should be made so as to omit 
nothing, and should not contain anything which would lead a 
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stockholder to make an erroneous deduction as to the true con- 
dition of the company whose accounts are under review. When 
an auditor has rendered his report on the affairs of a company, 
it is permissible that it be used for any legitimate purpose; it is 
supposed to be in his opinion a true exhibit of the conditions 
of the company as far as he is able to determine them, and if he 
has varied from the truth on any pretext whatever, he may be 
judged guilty of a gross dereliction in his professional duty. 

The professional accountant is becoming more and more 
looked upon by the investing public as the one person upon whom 
it may rely, and he should in every possible manner prove him- 
self worthy of the confidence reposed in him. 
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BORROWERS’ CERTIFIED STATEMENTS AS A BASIS 
FOR NATIONAL CURRENCY 


By F. G. Couney, C. P. A. 


It is assumed that the majority of readers are more or less 
familiar with the provisions and objects of the federal reserve 
act. At the moment of writing, the federal reserve banks, organ- 
ized under its provisions, are about to be opened. The federal 
reserve board has districted the country and selected twelve 
cities in which reserve banks shall operate. Boards of directors 
have been elected and appointed as provided in the law. 

The past fifty years have constituted a period of vast growth 
and expansion. We have struggled through six panics since 
the Civil War, during which the national bank act had its 
birth, viz., the panics of 1873, 1884, 1890, 1893, 1901 and 1907. 
The majority of these panics were the result of defects and in- 
adequacies in the banking system and its inability to cope with 
the national growth and changing conditions, rather than of 
any well seated unsoundness in the business of the nation. The 
inability of the old law to meet present day conditions in spite 
of its many amendments has been universally admitted. That 
it has not been without considerable merit, however, is readily 
conceded by all who review the material growth, prosperity and 
increased financial power of the nation. 

We are now entering upon a new era. At the time the law 
was passed, in December, 1913, there was no reason to believe 
that before it was put into operation the world would see the 
great European upheaval now in progress—an upheaval de- 
structive of capital on a scale never before witnessed, and por- 
tending such a possible shifting of world power, political as 
well as financial, as no living being heretofore dreamed of. The 
necessity for a change in our fundamental banking laws, previ- 
ously admitted to be necessary, is made many times more ap- 
parent, in view of subsequent events and present day conditions, 
than it was at the date of the passage of the federal reserve act. 
The law was wisely conceived and timely. It has had the earnest 
consideration of the best minds and its initial application and 
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operation is in the hands of practical business men in the twelve 
centres, to the extent that of the board of directors of each 
reserve bank one-third (class A) of its members are elected by 
the member banks, from men whose banking qualifications have 
been thoroughly tested; one-third (class B) likewise elected 
are actively engaged in commerce, agriculture or some other 
industrial pursuit; and the remaining third (class C) are ap- 
pointed by the federal reserve board. 

The chief defect of the national banking law has been the fact 
that it did not provide sufficient elasticity in the supply of money 
or circulating media to meet periods of great activity or unusual 
demand. If business could be conducted entirely by cheque 
and actual money were retained in the treasury of the United 
States and by the banks, this inelasticity would not be apparent. 
The demand for money, as a circulation medium, however, is 
subject to constant variation. In the fall months the power of 
banks to lend is considerably curtailed because of the enormous 
withdrawals. Loans are reduced, interest rates raised, and some 
businesses are unable to get the accommodations they need, 
even on what is generally considered to be good security. Per 
contra, when the demand for money is light, the banks are 
flooded with deposits and interest rates are lowered to tempt 
the borrower. The ideal form of circulating medium therefore 
is that, the volume of issue and retirement of which will fluctuate 
according to the needs of business. 


How does the new act provide for this fuctunting circulation 
medium? The new currency contemplated may be stated to be 
of two kinds, viz.: 


(1a) Federal reserve bank notes (or U. S. bond secured currency of 
federal reserve banks) issued upon the retirement of national 
bank notes in like amount upon the purchase and redeposit 
with the treasurer of the United States of the bonds by the 
reserve bank from the national or member bank whose pres- 
ent currency issue is retired. 

(1b) Federal reserve bank notes (or U. S. bond secured currency of 

_ federal reserve banks) issued as provided in section 4 of the 
act, which empowers reserve banks to issue an unlimited 
amount of such currency upon the deposit with the treasurer 
of the United States of any bonds of the U. S. to the par 
amount of such currency, in the manner provided by exist- 
ing law relating to national banks, except that the issue of 
such currency is not limited to the capital stock of the federal 
reserve bank. 

(2 ) Federal reserve notes issued upon the purchase or rediscount of 
commercial paper offered by member banks and deposited by 
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the reserve bank with the federal reserve agent (who is also 
the chairman of the board of directors of the bank). The 
law provides that this security must be at least “equal in 
amount” to the notes (currency) issued. Any of this com- 
mercial paper so rediscounted may from time to time be 
withdrawn, with the approval of the reserve board, if at the 
same time other collateral of equal amount is substituted. 

Thus it will be seen that the circulating medium (currency) 
required by the business of the country may become elastic and 
fluctuating to the extent that rediscounted commercial paper is 
accepted by the federal reserve banks and used as the collateral 
security behind the notes issued. As the collateral is liquidated 
the notes are redeemed. The redemption of notes is facilitated 
by the provision that no reserve bank may re-issue the notes of 
another reserve bank which it may receive, but must promptly 
return them to the issuing bank for redemption or credit. Fed- 
eral reserve notes (or currency) issued against rediscounted 
paper will therefore only be put out when business calls for 
cash, and will be redeemed when not needed. The requirement 
of elasticity is thus met. 

It is not proposed at this time to refer to the question of 
reserves, except to say that against its deposit liabilities every 
reserve bank must keep a reserve of not less than 35 per cent 
in gold or lawful money. Against the notes issued the reserve 
required is not less than 40 per cent in gold for all that are in 
actual circulation. 

The great question and the uncertainty which casts its 
shadow over the new law is whether in operation it will prove 
to be safe, i.e., whether the regulations regarding the rediscount- 
ing of commercial paper will properly safeguard the nation’s 
credit against inflation and the possible over-issue of the new 
form of currency against such collateral. Bankers and econom- 
ists are widely divided in their views on this question. “In- 
flation” is a term of the meaning of which many people have no 
clear conception as applied to this question. It has been stated 
that under the federal reserve act the increase in the volume of 
money will drive gold to Europe and leave us with an inferior 
money, or that there may be an unwise increase in bank loans due 
to the increased currency available. Either of these conditions 
infers inflation. Senator Root in the United States senate in 
December last laid stress upon the spirit of optimism which is 
inherent to mankind, and which in the absence of restraint al- 
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ways leads men to take a rosy view of the future. The earning 
power of properties is overstated, the success of enterprises 
seems absolutely sure and failure impossible, and as a result 
values are increased until a break comes. This undue rise in 
values encourages what is really speculation, and the eventual 
reaction spells disaster. 

It is true that the reserve banks are limited in their purchases 
or discounts of commercial paper to the member banks, and they 
cannot go into the open market for it, either to note brokers 
or other banks not members of their own organizations. In other 
words the reserve banks are primarily organized in this respect 
for the use of the member banks, and they will have little direct 
relation with the business public. More important, the act 
limits the rediscount privilege to acceptances and “notes, drafts 
and bills of exchange issued or drawn for agricultural, industrial 
or commercial purposes, or the proceeds of which have been 
used or are to be used for such purposes, the federal reserve 
board to have the right to determine or define the character of 
the paper thus eligible for discount within the meaning of the 
act.” | 

Thus the question of safety is narrowed down to what will 
be the policy and practice of the federal reserve board in de- 
fining the “character of the paper eligible for discount.” A well- 
known definition is as follows: “Commercial paper is that which 
represents an actual transaction in the consummated purchase 
and sale of merchandise intended for re-sale and consumption. 
It must answer the test of being an obligation that automatically 
discharges itself in the ordinary course of business.” 


According to the act rediscounted paper must have a maturity 
at the time of discount of not more than ninety days, except in 
the case of notes, drafts and bills drawn or issued “for agri- 
cultural purposes or based on live stock,” which may be dis- 
counted if having a maturity date not exceeding six months 
from the date of discount. While the act indicates the classes of 
paper which reserve banks may rediscount for member banks, 
and defines the maturity dates acceptable, much latitude is left 
to the reserve board in carrying out the provisions of the act, in 
view of the lack of a complete definition of the commercial paper 
referred to. The definition which is quoted above of course 
infers “two-name paper.” Will the board eventually reject 
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“one-name paper’? If so, the business of the federal reserve 
banks is not likely to be very heavy, having regard to current 
business practice of the American people. Apparently, judging 
from current discussion of the act, “one-name paper” is to be 
accepted for rediscount. 

Under date November 10, 1914, a circular was issued from 
Washington outlining the discount policy which it is believed 
might be pursued to advantage by the federal reserve banks. 
The circular says: 


Bearing in mind the requirements of the present situation, the federal 
reserve board believes that it would be inadvisable at this time to issue 
regulations placing a narrow or restricted interpretation upon the section 
defining the character of paper eligible for discount. It has therefore 
been decided not at this time to enter upon the discussion of the ques- 
tion of single or double name paper, but to admit both forms of bills to 
rediscount with the federal reserve banks. 


And further: 


Safety requires not only that bills held by the federal reserve banks 
should be of short and well distributed maturities, but, in addition, 
should be of such character that it is reasonably certain that they can be 
collected when they mature. They ought to be essentially “self-liquidat- 
ing,” or, in other words, should represent in every case some distinct 
step or stage in the production or distributive process—the progression 
of goods from producer to consumer. The more nearly these steps ap- 
proach the final consumer the smaller will be the amount involved in 
each transaction as represented by the bill, and the more automatically 
self-liquidating will be its character. Double name paper drawn on a 
purchaser against an actual sale of goods affords, from the economic 
point of view, prima facie evidence of the character of the transaction 
from which it arose. Single name notes, now so freely used in the 
United States, may represent the same kind of transactions as those 
bearing two names. Inasmuch, however, as the single name paper does 
not show on its face the character of the transaction out of which it 
arose—an admitted weakness of this form of paper—it is incumbent upon 
each federal reserve bank to insist that the character of the business and’ 
the general status of the concern supplying such paper should be care- 
fully examined in order that the discounting bank may be certain that 
no such single-name paper has been issued for purposes excluded by 
the act, such as investments of a permanent or speculative nature. Only 
careful inquiry on these points will render it safe and proper for a 
federal reserve bank to consider such paper a “self-liquidating” invest- 
ment at maturity. 


The circular further says that it is not deemed essential that 
a statement of condition be attached to each note: 


It is, however, thought advisable by the board to require that on and 
after January 15, 1915, no paper shall be discounted or purchased by 
federal reserve banks that does not bear on its face the evidence that it 
is eligible for re-discount under the principles and definitions above out- 
lined, and that the seller of the paper had given a statement to the 
member bank. A rubber stamp stating in substance: 
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“Eligible for re-discount with 
federal reserve banks 
under reserve board circular No. 13 
credit file No. 
district No. 
(Name of member bank)” 
is considered sufficient evidence to that effect at this time. 


It would be understood that the reserve bank could call for 
the credit file at any time. Further and of great import: 


For. the time being certified accountants’ statements will not be re- 
quired. This matter is reserved for regulation at a later date. The 
required statement as outlined above should be signed under oath and 
should contain a short general description of the character of the busi- 
ness, the balance sheet and the profit and loss account. Assets should 
be divided into permanent or fixed investments, slow assets and quick 
assets. On the liability side should be shown capital, long-term loans 
and short-term loans. Short-term loans should be in proper proportion 
to quick assets, and the statement should contain satisfactory evidence 
that short-term paper is not being sold against permanent or slow invest- 


ments. 
* * * * 


The affixing of the stamp stating such paper to be eligible for re-dis- 
count will be considered a solemn and binding declaration by the member 
bank that the statement has been examined from this point of view and 
that the paper bought complies with all the requirements of the law and 
the regulations hereby imposed. 


The credit of the nation is therefore to be protected and pro- 
vided for as regards certainty of liquidation and the intrinsic 
value of commercial paper against which federal reserve notes 
(currency) are issued, by the filing of a sworn statement of the 
borrower which is to be examined by the bank. It is true that 
many bankers by long experience and personal and intimate 
knowledge of the affairs of their customers are well able to 
examine their statements from the point of view that the law 
requires. In the past few years bankers have been urging and 
requiring the certification of borrowers’ statements by qualified 
accountants in many cases and this disposition is growing rapidly. 
It is, however, true in regard to borrowers in common with the 
rest of mankind, as Senator Root has said, that “the spirit of 
optimism in the absence of restraint leads men to take a rosy 
view of the future. The earning power of properties is (inno- 
cently) overstated; the success of enterprises seems absolutely 
sure, and failure impossible.” In the recent past we have seen 
large commercial failures of dry goods and department store 
businesses, with vast amounts of commercial paper discounted in 


423 


|| 


The Journal of Accountancy 


the hands of bankers, who have probably received and examined 
statements such as the federal reserve act contemplates. 

If the federal reserve board is about to issue a regulation 
regarding the certification of borrowers’ statements, it will un- 
questionably be welcomed by bankers. Borrowers will also find 
no doubt that bankers are more willing to accept their state- 
ments thus independently verified, and prepared after thorough 
and impartial audit, in the manner and form found to be most 
practical and acceptable for the purposes intended. The bor- 
rower’s own oath in swearing to the statement will also be pro- 
tected. The banker also is entitled to relief and protection in 
his examination of the statement a borrower may submit. For 
instance, in the matter of the quick asset of accounts receivable, 
can a banker positively ascertain without an actual examina- 
tion of the borrower’s books, that the accounts as per the state- 
ment are all good and collectible, that all bad and doubtful and 
slow accounts are properly provided against, and that such ac- 
counts as stated do not include accounts other than those arising 
in the ordinary course of a trading business, such as doubtful 
loans or overdrafts by officers, employees and others? Again 
in the important matter of inventories of merchandise, can the 
banker by a mere examination of the borrower’s statement as- 
certain that the inventory has been properly taken, that the 
merchandise does not include an accumulation of obsolete or 
slow selling goods of depreciated value, that the goods are 
priced properly and conservatively? Can he ascertain without 
examination of the actual policies of insurance that the merchan- 
dise and other property are properly covered against loss by fire 
and that the same are written in such a form as to be collectible 
in the event of fire? In the case of a manufacturer, can the 
banker ascertain without an actual audit that work in process is 
properly inventoried? Will an examination of a borrower’s 
statement reveal to a banker whether or not the borrower has 
innocently and by mistake or otherwise overlooked or omitted any 
liabilities of any kind? Will the statement of necessity reveal 
contingent liabilities? Does a borrower always appreciate these 
points? Does not recent experience with regard to large amounts 
of discounted commercial paper evidence a slackness or dis- 
regard for some of these important matters, proper examination 
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and audit of which by reputable certified public accountants 
would have made the succeeding disaster improbable, if not 
impossible, provided the accountant’s report was properly acted 
upon? There are so many features in a borrowers’ statement 
that cannot be examined by any banker in the ordinary conduct 
of his business, however experienced or capable he may be. 
Heretofore bankers have not been able to insist upon borrowers 
producing statements audited by certified public accountants, 
although the very large majority of bankers to whom the question 
has been formally put are strongly in favor of such certification. 
In a circular addressed by the American Association of Public 
Accountants to bankers, about a year ago, the question was 
asked: “What is the attitude of your bank in regard to re- 
quiring that statements submitted by borrowers or note brokers 
shall be certified by public accountants?” The replies received 
were grouped in five classifications, as follows: 


Strongly in favor 121 
In favor 501 
Opposed 15 
Strongly opposed 5 
Non-committal 202 

844 


Mr. J. G. Cannon, president of the Fourth National Bank, 
New York, under date May 29, 1913, wrote: “Respecting the 
certification of borrowers’ statements by public accountants, we 
strongly advocate and prefer to buy the paper of those concerns 
whose accounts are audited by established firms of accountants.” 

Mr. J. B. Forgan, president of the First National Bank of 
Chicago, wrote under date June 4, 1913: “The movement among 
bankers to encourage, if not demand, that statements made by 
borrowers as a basis of credit should be verified by an audit of 
their books and certified by public accountants has my heartiest 
sympathy and support. No longer is it regarded as discredit- 
able, but the reverse, to furnish such statements. Many of our 
best borrowers voluntarily supply them, and their number is 
constantly increasing. For their own protection and satisfaction 
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they regard an annual audit necessary, and the certified balance 
sheet furnished their bankers becomes a source of pride to them.” 

Many similar letters were received from eminent bankers in 
various parts of the country. The American Bankers’ Associa- 
tion through one of its committees has given serious considera- 
tion to the question of borrowers’ statements, but the resulting 
recommendations have never been entirely or universally acted 
upon, owing to the keenness of competition among bankers them- 
selves and other causes. The promised regulation to be issued 
by the federal reserve board regarding the certification of bor- 
rowers’ statements by public accountants will no doubt largely 
solve the difficulties heretofore apparent. Certified public ac- 
countants, however, will undoubtedly appreciate the vast ex- 
pansion of responsibility which devolves upon every individual 
in the profession, and will take steps to remove some criticism 
which has been levelled at the accountant in the past. Of prime 
importance it is essential that the public should be educated to 
differentiate between the qualified and the unqualified practi- 
tioner—between the certified public accountant who has com- 
plied with all the requirements of the law as to education and 
training and the numerous less competent and unqualified practis- 
ing accountants and auditors. 
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Credit Granting* 
By E. MEEK 
President, the National Association of Credit Men 


As a prelude it is necessary to present a few figures which 
I hope will not only make an impression on but set clearly 
in your minds what a stupendous task the credit men have. In 
1866 about 160,000 mercantile concerns were operating in this 
country; in 1886, there were 969,000; in 1906, 1,390,000; in 
1913, 1,564,000. No trustworthy figures can be secured as to the 
total volume of business transacted during these same years. It 
is estimated that in 1880 our domestic trade amounted to eight 
billions, and in 1913 reached the enormous sum of forty billions. 
And in arriving at this result only one transaction in each article 
produced was counted, although in fact a large number of articles 
pass through the hands of middle men before reaching the con- 
sumer. In 1866, there were 1,500 failures; in 1913, 16,000—the 
percentage in one case being .94, and in the other .98. 

It was not until 1896 that the credit men made their appear- 
ance. This was a strenuous year in business. It brought home 
to some merchants the thought that better commercial laws and 
better business methods were needed. A movement was started 
which resulted in the association I represent being organized. 
It is impossible for me to review the changes which have since 
taken place in handling commercial credit. Two developments 
are the signed statement made for the purpose of obtaining, on 
credit, either money or merchandise and the employment of 
certified public accountants to make an annual examination of a 
concern’s books. 


THE SIGNED STATEMENT 
The signed statement is one of the most important elements 


in credit work. In a majority of cases it is the basis upon which 
credit is extended by both banker and merchant, who, how- 


* From an address delivered before the Kentucky Bankers’ Association at 
Lexington, Kentucky, September 23, 1914. 
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ever, reach their conclusions over slightly different routes. The 
banker lays more emphasis on the quick, or liquid, assets. He 
aims to lend money to be used in the purchase of raw or manu- 
factured material where the turnover is likely to take place 
within a reasonable time, and not to furnish capital for use in 
operating or extending a business. While no less consideration 
should be given this side by the merchant, he is apt to feel a 
greater sense of security where there are substantial fixed assets 
in evidence. Signed statements have grown in importance dur- 
ing recent years. State laws have been enacted making the giv- 
ing of a false statement for the purpose of obtaining credit a 
criminal offense. The national bankruptcy act attaches a severe 
penalty, and the postal laws make it an offense to transmit 
a false statement through the mail. The day has gone by when 
Bill Jones was trusted on the say-so of Jim Smith, who said 
“Bill is as good as wheat.” The banker or business man ex- 
tending credit on such a platform would be false to himself and 


to those he represents. 


A statement, in order to be truthful, must be based upon an 
accurate and complete inventory. Here is where the first bene- 
fit to the maker of the statement arises. He must take an in- 
ventory. To illustrate, I quote a paragraph from a letter recently 
issued by a credit men’s association on the Pacific coast: 


The barometér of the retailer’s financial condition is his inventory. 
If he has no inventory, he has no barometer and neither he nor anyone 
else can possibly tell whether his financial condition is on the upward 
trend or the retrograde. In many cases the entire family has free run 
of the stock and cash, and in many cases this condition alone is a direct 
cause of failure and results in loss to the wholesaler. Probably seventy- 
five per cent of your customers never take an inventory. There is 
absolutely no good reason why you should not firmly insist that customers 
take an accurate inventory every six months, It is for your interest and 
their salvation. In ninety per cent of all cases it is absolutely required by 
the federal income tax law. The more firmly this is insisted upon, the 
less the bad debt loss will be. 


A good many houses and banks supply their own statement 
forms, and where these are used it should be insisted upon 
that all questions requiring a direct answer be filled in, so that 
in case of complications arising later on the excuse cannot be 
offered that any item escaped attention. 

The question of signed statements is especially important to 
banks, who use them not only in direct dealings with their cus- 
tomers, but also in connection with the purchase of what is popu- 
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larly known as commercial paper. While commercial paper has 
had a place in the market for many years, it has during the last 
twenty years increased tremendously in volume. Business houses 
all over the country are selling their paper in the open market ; 
it is purchased by a majority of banks. In seeking informa- 
tion as to the amount of such paper in the market at any one 
time I received what I consider to be a very conservative esti- 
mate of $750,000,000. I was informed that the total yearly 
sales of such paper would approximate two and one-half times 
that amount. 

It is customary for brokers in commercial paper to furnish 
copies of signed statements, the figures contained in which largely 
influence the sales. It is here where the power of analysis enters, 
for oftentimes the figures, while not intended to be misleading, are 
so arranged as to create a more favorable impression than a com- 
plete analysis will justify. At this point the work of a certified 
public accountant plays an important part. 


Aupit By CERTIFIED PusLic ACCOUNTANTS 


It has become customary for many houses to have an annual 
audit of their books—not a mere perfunctory comparison of the 
figures contained in the annual statement with those on the books, 
but a complete investigation of every item entered upon the state- 
ment. The value of this cannot be overestimated. The officers 
of corporations, the members of firms, the individuals engaged 
in any line of business, and, I might add, bank officers owe it to 
themselves and those they represent to have an independent audit 
of their books made at-regular periods by competent auditors. 

It should be thoroughly understood in advance that such 
work must be conducted without fear or favor as to results, and 
absolutely no restrictions should be placed upon the auditors. 

The federal reserve act will perhaps force a still closer in- 
spection of statement figures. Banks applying for rediscounts 
may be called upon to supply statements of recent date in con- 
nection with paper offered; bank officers may be required to 
certify that they have examined the figures contained in such 
statements and that they are true to the best of their knowledge 
and belief. If this really comes to pass, the result will surely be 
a marked increase in the value of audited statements. It is natural 
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for most men to be optimistic over their business affairs. This is 
really the proper spirit to live in during business hours, for what 
an unhappy time we would have were every jolt taken to heart! 
However, a man can be over-optimistic, even to such an extent 
that he fools himself. There is only one sane way to proceed— 
have your business affairs overhauled at regular periods, accept- 
ing the result as the final verdict. The real audited statement is 
the safety valve of a business. 

Let us take up some of the principal items found in a busi- 
ness statement, briefly analyzing them and pointing out the value 
of an audit: 


Quick ASSETS 


It is usual to include under this caption cash, notes receivable, 
accounts receivable and merchandise. 

An analysis of these items is necessary. The principal points 
to be brought out are: 

Notes receivable—Do these represent anything other than 
merchandise transactions—for instance, loans to officers, indi- 
viduals or employees—or were any taken in payment of stock or 
capital? Are any renewals or past due? 

Accounts receivable—Do the figures represent sales of mer- 
chandise only? 

Merchandise—Finished or unfinished? Valued by whom? 
Basis of valuation? 

Frequently it is found necessary to cut down the amount of 
the notes and accounts receivable and the inventory value. The 
first, because some are uncollectible ; and the second, because the 
inventory, for various reasons, is valued too high. 

Notes and accounts receivable may include advances to part- 
ners or to others not customers. In the case of a partnership, an 
advance to a partner is simply a reduction of his capital and not 
an account receivable, and while he may expect to repay the ad- 
vance and would be honest in including the amount in the ac- 
counts receivable, it is of course not an account receivable such 
as we expect that classification to include. 

In the case of corporations, it has been found that advances 
to subsidiary companies are included under the heading of ac- 
counts receivable. This is very deceptive, inasmuch as an ad- 
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vance to subsidiary or affiliated companies might, and usually 
does, represent an equity in accounts receivable, inventories and 
plant, less liabilities, and is virtually a permanent investment and 
in some cases not even a good investment. 

Inventories may be overstated, and honestly so, unless an in- 
dependent examination is made; and they even may include obso- 
lete stock about which the management is not informed until the 
auditors make an examination. The prices may be too high, be- 
cause of faulty methods in calculating the cost of merchandise. 

It is always advisable to have an audit follow closely upon the 
heels of the annual inventory. This affords an opportunity for 
the auditors to make physical tests of the stock, and, where stock 
records are kept, to make tests of the current stock with the cur- 
rent stock card balances, thus to determine whether the records 
are being correctly kept or not. A comparison of the current in- 
ventory figures with those of former years will oftentimes reveal 
stock which is still being carried in the inventory, although really 
unsalable. 

We shall not go into the details of other assets, such as real 
estate, machinery, goodwill, etc., further than to suggest their re- 
ceiving thorough scrutiny, but will pass to quick liabilities. 


Quick LIABILITIES 


Under this are included notes payable, for money and mer- 
chandise, accounts payable and deposits. 

Notes payable—Notes payable for money may represent sev- 
eral sources of supply—banks, individuals, notes sold in the open 
market through brokers, etc. 

Accounts payable—Does this represent anything other than 
merchandise? Are bills discounted? 

Deposits—To whom due? On time or demand? Interest 
rate? 

Regarding notes payable, it is highly important that every 
source of supply from which money is secured should be definitely 
known, for it furnishes an index to the methods employed in 
financing a business. 

Under accounts payable bills for advertising and a hundred 
and one other things may be included. It is important to know 
the correct amount represented by merchandise; and there is 
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nothing more important than a knowledge of whether bills are 
being discounted or not. 

As to deposits, many concerns receive deposits from em- 
ployees. In some instances this is to encourage saving, but in 
some cases the purpose is to secure capital. A firm I know of 
requires each employee entering its service to deposit with it a 
certain sum each week. This has proved to be very beneficial; 
but is it good policy to mix business and banking? This same 
plan with a savings bank as a depository would be admirable. 

Loans from relatives are sometimes treated as capital; also, 
loans from a special partner in excess of his capital contribution 
have been treated as capital and not as a liability, although the 
fact that he was a special partner limited his liability to the amount 
of his special contribution and all other advances were distinctly 
liabilities. This is something which seldom is found; neverthe- 
less, instances have been discovered. You can readily see what a 
different complexion it would place on the statement figures. 

Contingent liabilities for endorsements are frequently not 
mentioned. The necessity of definite information on this point 
cannot be over-estimated. 

Other liabilities, such as mortgages, etc., we shall not attempt 
to discuss. 

Placing the quick assets and quick liabilities in comparison 
with each other, and finding that the assets exceed the liabilities 
in proper proportion, which may vary from one and one-half to 
three times, depending largely on the nature of the business, you 
would be justified in assuming that solvency exists and that, 
therefore, credit is warranted. 

In connection with all figures contained in a statement, col- 
lateral information of much value can be secured. It would be 
impossible for me to cover every detail at this time; but one of 
the important points is the amount of yearly loss by bad debts. 
This will tell the story as to whether or not credits have been 
ne" made on too liberal a basis, a weak point with many houses, es- 
ee pecially those newly organized and ambitious to show a large 
| volume of sales. Many business houses protect themselves against 
unexpected losses through the carrying of credit insurance. The 
general plan of credit insurance is to average the bad debt loss 
covering a period of years and then write a policy against any 
excess; or in other words, the insured carries the risk up to the 
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point of the average yearly loss based upon actual experience, the 
insurer taking the responsibility of any excess loss. There are, 
of course, certain requirements to be complied with, the same as 
in fire and other insurance. 

Definite information as to the amount of fire insurance car- 
ried and the names of the companies writing the policies is very 
important. In the last analysis, in a majority of cases where 
credit is granted, fire insurance is the collateral behind every- 
thing else. Full insurance should be insisted upon, written by 
companies of known ability to meet their losses. 

It may not be out of the way to call your attention to the 
fact that in the year 1913 the losses by fire in this country 
amounted to $203,700,000, a record which in ten years was not 
exceeded, except in 1906, the year in which the San Francisco 
fire occurred. 

The installation of the sprinkler system wherever it is feasi- 
ble is one of the very best protections against fire loss. Our 
bankers, especially, should use their influence in the direction of 
improving fire protection facilities. Take, for instance, the pres- 
ent situation as regards cotton. The carrying over of any con- 
siderable quantity will necessarily be a tax upon the present 
storage facilities. In no circumstances should cotton be stored 
in units of more than one thousand bales. It should be carefully 
guarded and every effort made to minimize the chances of loss 
by fire. If a plan which is proposed in one western city, to store 
several hundred thousand bales of cotton under one roof, should 
materialize, consider what a tremendous risk from fire would be 
involved. If a conflagration were to occur, the losses from which 
were large enough to eat up the ready money of the insurance 
companies, their solvency would be imperilled were they to be 
compelled to fall back on their investments at present prices. 

Definite information as to a concern’s policy regarding de- 
preciation, both on merchandise and fixed assets, should be re- 
quired. It is quite customary, now, to ask for a copy of the 
profit and loss statement. 


Business houses receiving a large number of financial state- 
ments and all banks should include as a part of their records a 
comparison sheet. By this I mean a sheet upon which can be 
noted year by year in parallel columns the figures covering the 
more important items contained in the statements. This en- 
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ables one to see at a glance any material changes which have 
taken place and lessens the necessity for a complete review of each 
statement as received. 

During the last twenty years we have experienced a gradual 
change in the methods of doing business. We have passed through 
a period of legislation affecting business greater than ever be- 
fore. Without much strain we have adapted ourselves to this, 
and now it would appear that our business men are standing on 
the threshold of a new era, where they will find themselves com- 
peting for trade on a large scale outside of the boundary lines 
of this country. We have confidence in their ability to take ad- 
vantage of every opportunity, and the banking fraternity must 
contribute its share toward the development of our country’s 
commerce. You bankers must solve the financial problems con- 
nected with it and must stand solidly behind the manufacturer 
and distributor in the struggle which is to be waged for the com- 
mercial supremacy of the world. 
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Credits from the Viewpoint of a Certified 
Public Accountant* 


By FreperickK H. Hurpman, C. P.A. 


To the banker, whether his interests are in the mammoth 
institution of the large city or the corner grocery bank of the 
far inland settlement, the subject of credits is a vital one. When 
we look back over the events of the past few months we cannot 
but realize more forcibly than ever before the part credit plays 
in world and individual finances. 

It would be interesting to trace the development of credits 
from the earliest history up to the present, but that would in- 
volve a separate study and would form no essential part of my 
duty to you in this discussion. 

The banker of yesterday had a much easier task than the 
banker of today in dispensing credit, for the reason that business 
was transacted on a smaller scale and the old-time banker was 
able to get closer to the borrower than is possible now. He lent 
the funds of the bank to men and concerns about whom he had 
close personal knowledge. Today that situation does not exist 
except in the small country banks. 

The banker is obliged to put out large amounts in the pur- 
chase of paper issued by some concern, perhaps in a distant 
city, and about which he is unable to gather any information ex- 
cept from the customary sources—that is, a statement of assets 
and liabilities issued by the concern whose paper he is planning 
to buy; letters addressed to correspondents in the locality where 
the business of the concern is situated; trade reports, and the 
various mercantile agencies. After having satisfied himself that 
the paper under review is a safe risk, the banker buys the note 
and forthwith hopes that his judgment will insure its payment at 
maturity. 

When we consider the vast amount of money that is lent 
annually by the banks of the country to mercantile and manu- 
facturing concerns on the mere promise to pay of those concerns, 


*An address delivered before the clearing house section of the American 
Bankers’ Association, at Richmond, Virginia, October 13, 1914. 
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without security of any description, some conception is had of 
the part credit plays in the business of today. 

It should not be difficult, under ordinary conditions, to make 
loans on collateral with a definite market value. Where the real 
test comes is in making loans based solely on a study of facts 
and figures purporting to indicate the borrower’s ability to meet 
his obligations when due. 

The fundamental principle, therefore, in loans of this char- 
acter must be a belief on the part of the banker that the loan 
will be paid at maturity or at some date in the future. In 
order that the banker may reach that conclusion, he should be 
in the possession of data indicating that the borrower either has 
present means with which to meet the new obligation or that 
he will be in sufficient funds at the maturity of the loan. 

Some one has likened the banker to the sower in that ancient 
parable, who casts his seed into the earth. Some of it falls by 
the wayside, where the birds of prey devour it and when dis- 
covered take their flight over the Canadian border. Some of 
it falls upon stony ground, where the fierce sun of competition 
dries it up and it withers away because there is no depth of 
earth. Let us hope, however, that the greater part falls upon 
good ground, where it springs up, yielding some twenty, some 
fifty and some a hundred-fold. 

Borrowers of this class may be divided by the banker into 
two groups: 

First—Those about whom he has some close personal know- 
ledge or who are customers of the bank and maintain part of 
their funds with him in a deposit account. 

Second—Those about whom he gets his first information 
through some note broker or commercial paper house, and with 
whom the banker may not have any direct deposit relations. 

In the first instance, the banker will be able to supplement his 
analysis of the borrower’s statement and such other credit data 
as may have been gathered with a more or less intimate know- 
ledge of the personnel and business standing of the concern under 
review. 

In the second instance, he will lack that element of personal 
contact with his customers to an extent depending largely on 
the size of the institution and the state of perfection in which 
the banker finds his organization. However perfected an organ- 
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ization, it seems inevitable, in this era of large business, that the 
banker must get further and further away from that close per- 
sonal contact which in earlier days greatly assisted him in de- 
termining whether the borrower was or was not a good risk. 

I have been impressed with the thorough manner in which 
some bankers investigate the credit responsibility of their bor- 
rowers, but in other cases this search for facts would appear 
to be a secondary consideration, the banker relying to a large 
extent on the general standing of the borrower and his reputa- 
tion for square dealing. To my mind, the successful banker 
should seek a combination of these two elements. 


As the successful treatment of a patient depends largely upon 
the diagnosis of the physician at the start, so, to my mind, the 
treatment the banker affords his borrower should depend largely 
on the diagnosis which he gives of the borrower’s statement of 
condition and general operating results. The fundamental prin- 
ciple underlying a correct diagnosis of the borrower’s affairs is 
the banker’s ability to get at the facts, coupled with a know- 
ledge of how to weave those facts into a story which will spell 
the ultimate payment or non-payment of the amount which the 
borrower hopes to obtain from the banker on his simple promise 
to pay. 

The machinery which the banker has set up to enable him to 
get the facts regarding his customers or borrowers is represented 
largely by what is known as the credit department. This de- 
partment, usually headed by some officer, keeps up a continual 
search for all available information relating to the condition of 
borrowers and puts that information through a careful analysis. 
This process results in weighing statements of assets and lia- 
bilities, with operating statistics related thereto, and drawing 
conclusions relative to the borrower’s ability to pay at the time 
the loan is made, and consequently when the loan becomes due. 


Unfortunately for the banker or credit man, the really vital 
information is supplied usually by the borrower himself. We 
may eliminate from serious consideration the possibility that 
the statement submitted was signed by a member of the firm or 
by some officer in the corporation upon a wholly superficial ex- 
amination by him of the figures, although the mere fact that he 
has affixed his signature thereto may have conveyed the impres- 
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sion to his banker and others that, as a consequence thereof, the 
statement is correct. 

In addition to superficial statements of this kind, which 
may or may not be correct, there are statements furnished to the 
banker which may err in any one of the following respects: 

1. Statements made with fraudulent intent. 

2. Statements made through lack of knowledge of cor- 
rect accounting principles or the necessity for 
showing all the assets and all the liabilities, as of 
a given date and under correct headings. 

3. Statements in which clerical errors have been made. 

4. Statements in which errors in judgment as to values 
have been made. 

Some of these pitfalls for the banker may be sunimarized in 
the following expressions: 

1. Statements containing wilful misrepresentations vs. 
statements prepared through ignorance. 

2. Statements containing errors of omission vs. state- 
ments containing errors of commission. 

3. Statements prepared through blind faith in the ulti- 
mate realization vs. statements prepared in the 
light of the naked truth. 

The banker may be excused if, notwithstanding the search- 
ing analysis which he gives the borrower’s statement, he does 
not discover the difference between solid ground and the pitfall 
in many of the statements which come under his observation ; 
but there is little excuse, if any, for the accountant who under- 
takes to certify to the correctness of a statement if he fails to 
discover the difference. 

I shall point out later that the logical course for the banker 
to pursue is to insist that the statements presented to him by 
his borrowers shall have the approval of a reputable certified 
public accountant, and thereby reduce to a minimum the points 
of doubt, with which only the trained accountant is equipped to 
cope. 

Perhaps the clearest way to bring out the dangers which may 
confront the banker in consideration of an uncertified statement 
presented by a prospective borrower would be to comment briefly 
on the make-up of a typical statement of assets and liabilities, 
together with the statement of operations which should be the 
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complement of the former. There are, of course, special charac- 
teristics in each individual statement which cannot be covered in 
general remarks, so that at the start, if the banker or credit man 
is to make a correct diagnosis of the statement submitted, he 
should be equipped with some knowledge of accounts, so that he 
may detect readily the relation of each item on the statement 
to the other items, and to statements prior and subsequent to 
the one under review. 

Assuming that you have a statement of a merchant or manu- 
facturer before you and that the items thereon are arranged— 
as to assets, in the order of their liquidability, and, as to lia- 
bilities, in the order in which payments will be required-—the 
following comments may be made relative to the main headings 
on that statement: 


CaAsH 


It would seem as if this item could be passed over without 
further comment, but the acid test may disclose large amounts 
held by institutions of a questionable character or affiliated in 
some way with the concern under review. There may also be 
funds in institutions in the process of liquidation. 

No self-respecting banker will permit his tellers to carry any 
large number of I O U’s or other slips of paper in lieu of cash, 
but this practice may be necessary in mercantile and manufactur- 
ing establishments as a result of what is known as the imprest 
cash system. By this system the cashier, branch office or factory, 
is given a fixed working fund, out of which payments are made 
from time to time, the sum of the expense vouchers plus the 
cash on hand being at all times equivalent to this cash fund. 
These funds are generally reported at the full amount, even 
though at the time the statement was made a considerable por- 
tion of the cash recorded may have been in the form of vouchers 
to be later charged to expense or capital accounts. 

The time at which the statement is prepared may show large 
cash funds giving an apparent sense of security to the statement, 
but the prop thus established may be destroyed soon after the 
publication of the statement by the evaporation of this cash 
fund in the shape of dividends or extra salaries. 

It is customary for an accountant, in auditing a concern, to 
secure from the records a list of the bank accounts and subject 
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them to an independent verification by the banks of the amount 
on deposit. 


Nores RECEIVABLE 


This item now appears on the average statement with con- 
siderably less frequency than it did in the past. This is due 
largely to the practice among merchants of discounting their 
bills. When notes receivable are found, it is important to as- 
certain if the notes are in the possession of the company and not 
hypothecated. It may be that in addition to the notes shown 
there have been large amounts discounted at the banks, forming 
a contingent liability, in case the makers do not pay the notes 
at maturity. 

Generally, a memorandum only is kept of notes discounted, 
the average merchant or manufacturer resting secure in the be- 
lief that the notes will ultimately be paid, a record being main- 
tained solely for the purpose of keeping tabs on the maturities. 
This, however, may become a very real indebtedness; and the 
contingent liability for notes discounted, or in fact any other 
liability which may be incurred upon the failure of some one 
else directly responsible to meet that liability, should be set 
forth in every statement of condition. 

Notes receivable should be analyzed and classified to show 
the amount of trade notes, or notes taken in settlement of regular 
business transactions, and notes of an accommodation character, 
or of affiliated companies. In addition to this classification, the 
analysis should bring out the bad or doubtful items so that the 
realizable portion of the notes may be readily determined. As- 
certain whether notes are being renewed generally or not. 

Perhaps with exception of the inventory, there is no item 
on the statement that offers as ready a means for overvaluation 
as the notes and accounts receivable. The tendency generally 
is to consider all accounts good until the concern has committed 
some act forever closing the possibility of collection. But mer- 
chants and manufacturers are not the only ones who are open 
to self-deception in matters of this kind. 

In examinations which I have made of banks, it has often 
required considerable persuasive power on my part to convince 
the banker that a loan which he has been carrying or renewing 
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for years should be charged to profit and loss. It is small won- 
der, then, that the merchant or manufacturer should retain and 
consider good, with the same tenacity, accounts which have be- 
come mellowed by age. 

It is the exception rather than the rule to find the ultra-con- 
servative spirit, however much the merchant or banker may try 
to make you believe he is bending over backward in that direc- 
tion. 

Too much stress cannot be placed upon the necessity of de- 
termining to what extent the receivables of a concern represent 
notes of affiliated or subsidiary companies and in what manner 
the receivables were obtained. We have seen many cases where 
companies were so related and interrelated, that a scrutiny closer 
than that ordinarily given has resulted in the collapse of the 
entire structure, reducing the apparent equity of the concern 
to a value less than the paper on which it was written. 

The maturities of the notes receivable should be looked into 
as it is conceivable that a large portion may mature over a long 
period of years, thereby greatly lessening their value on the 
statement as security for the bank’s loan. 


Accounts RECEIVABLE 


Most of the comments regarding notes receivable will apply 
with equal force to the item of accounts receivable, the notes 
merely constituting another class of indebtedness to the concern 
under review. 

Determine what proportion of the accounts represent 
amounts due from customers for merchandise sold, how much 
is due from related or affiliated concerns for sales or advances 
to them, how much is due from members of the family, officers, 
directors and clerks for advances, expense accounts or other 
purposes. 

I know of a case where the president and principal stock 
holder of a company withdrew large amounts from the funds 
of the company from time to time, which were charged upon 
the books to his personal account and remained as an account 
receivable from him personally to the company. This concern 
borrowed heavily from the banks and also incurred large in- 
debtedness for merchandise purchases, the statement indicating, 
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however, a safe margin between the alleged current assets and 
liabilities. After the failure of the company in 1907 as a re- 
sult of over-extension and abnormal stocks of merchandise in 
the luxury class, an examination of the records and a com- 
parison with the statements furnished by the company to the 
banks disclosed the fact that in the accounts receivable was in- 
cluded an amount approximating $200,000 due from the presi- 
dent. Inasmuch as the president’s entire means consisted of his 
interest in the concern, the account was ultimately charged off as 
worthless. The president of this company firmly believed that, 
inasmuch as he practically owned the company, his account was 
perfectly good, and he did not hesitate, therefore, to-include it 
in the accounts receivable. 

In this case the merest inquiry would undoubtedly have 
brought out the fact that the accounts receivable included such 
an item, but not one of the bankers or merchandise creditors 
knew that the statement contained anything of the kind. 

It is very important to find out whether many of the accounts 
are past due and what has been the percentage of bad debts to 
sales over a period of years. One concern boasted of losses of 
only one-quarter of one per cent of sales for several years, but 
then got eight per cent in one year. 

It is good practice always to inquire closely into the work- 
ings of the credit department, if such a department exists, as 
in that way it is often possible to estimate the character of the 
accounts. Eternal vigilance in the extension of credit and in the 
collection of accounts is the price of liquid receivables on the 
books of any concern. 

There is very little difference between the merchant extend- 
ing credit to his customers and the banker extending credit to 
his borrowers. If it is proper for the banker to have a well or- 
ganized credit department, it would seem prudent for the mer- 
chant to maintain a similar equipment. Nevertheless, many con- 
cerns transact their business almost entirely on faith, then hope 
deferred, ending in charity. 

Statements have been made from time to time regarding 
the ratio of accounts of sales which a concern should show on 
its statement, but no fixed rule can be determined, owing to 
trade conditions affecting the particular concern under review and 
differences in business methods in various parts of the country. 
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It is important to determine whether any of the accounts 
have been sold or assigned or if there is any lien upon them. 
Are there any consignment accounts? See that accounts receiv- 
able have not been offset upon the statement by accounts pay- 
able. This is not an uncommon practice. Where a statement 
is presented showing accounts receivable net, after deducting 
certain of the payables, there has been a misrepresentation. A 
liability usually represents one hundred cents on the dollar, but 
an asset represents whatever you can realize for it, so that it 
is misleading to offset liabilities against assets without showing 
the offset upon the statement. In this same category are such 
accounts as represent, for instance, the investment in a foreign 
branch. The statement may show the net investment, but to be 
of real value the assets and liabilities should both be indicated. 

This method will not change the apparent net worth of the 
company, but many concerns believe that they have presented 
a better statement when they show assets of $75,000 with nominal 
liabilities than would be the case if they showed assets of $100,- 
ooo and liabilities of $25,000. 


MERCHANDISE 


In many instances the credit man may arrive at a better es- 
timate of the value of merchandise than the accountant. The ac- 
countant in his audit will satisfy himself that the inventory was 
taken carefully; that the footings and extensions are correct; 
that the method of valuing the stock has not been changed 
from one period to the other, thereby resulting possibly in ap- 
parent increased profits for the year; that the values used are 
conservative, and that the stocks have the appearance of being 
fresh and not overstated. The credit man may do most of this 
and in addition have a thorough knowledge of the stocks com- 
posing the inventory. 

If the concern is a manufacturing business, the stock should 
be classified as between raw materials, goods in process and the 
finished article. In many lines the raw material will have a ready 
market, and the finished stock may also be moved easily, whereas 
the goods in process would require the expenditure of a con- 
siderable amount of money in order to put them in such shape 
that anything could be realized from that source. 
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The statement should show whether the inventory is taken 
at cost, selling price, market value, or a combination of all three, 
with due allowance for old or unsalable stock. You should also 
know whether the inventory has been taken at cost figures as 
disclosed by the cost system employed by that concern, or 
whether costs represent the purchase price. 

I once heard a western manufacturer, who had been robbed 
by his eastern manager of nearly $100,000, say that he could 
make money on paper if he simply loaded machines on trucks and 
had the truckmen drive around the plant all day. He meant 
by this that the cost of this trucking would be added on the 
cost cards to the cost of the machines and so increase the inven- 
tory, and thereby the apparent profits. 

Inquiries into this feature of the statement by the credit 
man may lead to certain general statements to the effect that 
merchandise has been valued at cost or market, whichever is 
lower ; that it has been based upon an inventory carefully taken; 
or a very accurate and up-to-date cost system, etc., etc. Even 
after a failure these statements may be hard to disprove, but we 
know that “cost or market, whichever is lower,” may be many 
times higher than it should be, and “a very accurate and up-to- 
date cost system” may produce results far from satisfactory 
from the standpoint of a banker who is to advance funds of the 
bank on the manufacturer’s promise to pay. 

In a jobbing house or a department store the presumption is 
that all merchandise is in the finished state and marketable. 
The policy regarding the closing out of old or seasonal goods 
should be looked into carefully, otherwise a period of shrink- 
ing profits, or dry rot, as it is generally termed, may be followed 
by a liquidation, resulting in a most astounding shrinkage in the 
stock of merchandise. Some indication as to the character of 
the stocks, but by no means a sure indication, may be obtained 
by determining the ratio to sales, or, as it is generally termed, 
the turnover. 

In determining the condition of the borrower another serious 
feature with respect to merchandise is the not uncommon prac- 
tice of taking merchandise into the inventory, but, intentionally 
or otherwise, neglecting to place the liability for a large portion 
of this inventory on the statement at the same time. That is to 
say, the goods may be in the house and be taken into the in- 
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ventory, but bills are not entered upon the books until some 
time afterwards, or perhaps until paid. 

Another danger lies in the practice, where seasonal transac- 
tions enter into the business, of separating the purchases of one 
season from the purchases of another. For instance, when the 
inventory is taken, say on June 30th, there may be a large quan- 
tity of goods in the house or contracted for, which are ex- 
cluded from the inventory and at the same time the liability 
for these purchases is not placed upon the books until after they 
are closed as of June 30th. This may result in showing small 
stocks and reduced liabilities upon the statement when as a 
matter of fact the stocks and the liabilities were very much in 
excess of the amount stated. 

Determine whether any of the merchandise has been pledged 
as security. Also look into the question of insurance on stocks. 


LAND, BuILDINGSs, MACHINERY AND FIXTURES 


When this point has been reached in the analysis of the state- 
ment, we have gone beyond the point usually considered safe by 
the banker or the credit man. However, a study of these items 
is essential in determining the credit responsibility and should 
not be passed over too lightly. 

After ascertaining the basis of valuation, inquiries should be 
made as to the location of the plant or buildings, the amount of 
insurance carried, the assessed value, the mortgage or other 
indebtedness on the property and whether the amount on the 
statement represents the net or gross. A scrutiny of the mort- 


gage should be made, to determine whether it covers the land 


and buildings only or machinery, stock and other chattels are in- 
cluded in the security. 

In some instances the question of back (ans: assessments 
and other liens of this character may seriou reduce the value 
in the equity, as shown on the statement. The question of de- 
preciation and reserves should be gone into thoroughly as well 
as the broad question of title to the property. 


StocKs AND Bonps 


Frequently we find this item in the statements of borrowers. 
If the stocks and bonds are those of affiliated companies or com- 
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panies controlled by the one under review, very close study 
should be made of the security and relation of the one company 
to the others, to disclose, if possible, any contractual obligation or 
contingent liability under stock ownership, imposed by the state 
in which the controlled company was organized. Where the se- 
curities are good stock exchange collaterals, they might very 
well be included in the current or quick assets. 

However, when stocks or bonds of this character are included 
in the statement, the reason for their appearance should be ex- 
amined carefully, to disclose whether or not there is a speculative 
tendency in the concern. 


Sunpry ASSETS 


In many statements you will find accrued expenses or pre- 
paid accounts, such as rent, insurance, wages, etc., which are 
placed among the assets pending their distribution in the oper- 
ating accounts over a period of months. Some of these ac- 
counts would have no value except to a going concern, but others 
would have a real cash value. 

For instance, accrued advertising may mean that portion of 
the advertising account which will be spread over subsequent 
months, during which it is expected that the business will re- 
ceive some benefit. Such an account has no value except to a 
going concern. On the other hand, unexpired insurance, if 
properly calculated, might realize one hundred cents on the 
dollar by the cancellation of the policies and the collection of the 
return premiums. 

The three items of patents, trade-marks and goodwill, found 
either separately or collectively, should receive due consideration. 
They may have no value whatever, if merely placed on the books 
to offset a certain amount of capital stock, but on the other 
hand, they may each represent values largely in excess of the 
amount at which they are carried. 

The value of leaseholds is very often loosely stated. 

This would naturally cover all of the main items found on the 
asset side of an ordinary statement of condition. 

In a consideration of the liabilities, the first item to be taken 
up would probably be: 
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Notes PAYABLE 


As in the notes and accounts receivable, a careful analysis 
should be made of the notes payable, to disclose whether they 
have been issued in settlement of trade accounts; whether they 
have been issued and are held by the banks with which the 
concern does business; whether they have been issued through 
a note broker ; or whether they represent loans or advances from 
members of the family, customers or persons closely associated 
with the concern. The notes issued to the trade will indicate to 
some extent whether the concern is taking discounts. Notes 
issued to the local banks and also through a note broker will in- 
dicate whether the concern is maintaining any channel open for 
emergency or whether all lines are full. 

In the opinion of many merchants the appearance of large 
deposit accounts in the statement adds just so much additional 
security, in that those closely interested in the business are will- 
ing to risk their money. They overlook the possibility, however, 
that those closely associated with the principals may be in a 
better position to scent danger approaching than the banker or 
broker and thus get out, leaving the general creditors to shoulder 
the burden. Then, too, such loans may be covered by an agree- 
ment securing them as against the other creditors. 

Determine whether the individual members of the firm or 
officers of the corporation have been endorsing notes of other 
concerns or individuals, in addition to those of the particular 
concern under consideration. 

‘In analyzing the item of notes payable, you should deter- 
mine whether any notes have been offset against asset items and 
do not, therefore, appear on the statement. Secure a list of the 
maturities. Ascertain whether any of the creditors have security 
in the shape of endorsement, guarantee or actual deposit of col- 
lateral. 

There is another question which requires considerable delicacy 
in handling, but nevertheless is important. The banker should 
require from the borrower a statement as to the purpose 
of the loan. It is conceivable, if the loan from the bank is 
to be used for the purpose of settling open accounts for mer- 
chandise purchases in order to take discounts, that all things 
being considered the loan will be granted much more readily 
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than would be the case if the money borrowed was for the pur- 
pose of paying dividends, purchasing new machinery, acquiring 
lands or buildings, or some form of asset which it would be diffi- 
cult to liquidate. 


Accounts PAYABLE 


These should be analyzed in the same manner as the notes 
payable, with a view to determining what proportion is represented 
by regular trade accounts, how much is due to affiliated concerns 
and members of the family and employees or officers of the cor- 
poration, and what are secured. Offsets against accounts re- 
ceivable would be more apt to occur in accounts payable than 
in notes payable. Find out how the liability for accounts pay- 
able is ascertained. Where no liability, or a very small amount, 
is stated for this item, it may be that no record of the accounts 
payable is made on the books until the accounts are paid. This 
item is then placed on the statement at an estimated amount, 
which may or may not represent fully this class of indebtedness at 
the statement period. 

Frequently the bookkeeper will not place bills upon the books 
until they have been audited or approved. This may result, 
through a technicality, in a large amount not being included in 
the statement of liabilities at the closing period. 


ACCRUED LIABILITIES 


Items of this character may or may not appear upon the 
statement, depending upon the care with which the accounts are 
kept. Where we find accruals for taxes, interest, wages and 
rent, an effort, at least, may have been made to ascertain the 
exact condition and the operating results of the period. 

The discovery of taxes or interest amounting to several thou- 
sand dollars, not shown on the statement, but due soon there- 
after, may alter your opinion as to the security for the proposed 
loan. It will be stated frequently that no liability should be set 
up for taxes, interest, rent, and such items until the amounts are 
due, but the correct and conservative method is to accrue these 
items periodically so that the earnings and financial condition may 
be accurately stated. 
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These may represent a lien on the fixed property only, or 
they may constitute a general lien on all the assets. Determine 
the amount of the authorized issue, the amount that has actually 
been issued and for what purpose; if they are held generally or 
by a few people or institutions; when they are due; the rate of 
interest ; the trustee; what provision, if any, has been made for 
their retirement through a sinking fund or through conversion 
into stock at some future date. If there is priority in their liqui- 
dation in respect to notes and accounts payable, that point should 
be known to the banker. 

If there are sinking fund provisions, see that the provisions 
have been observed ; otherwise, a lenient trustee may have allowed 
the company to use funds for current expenses which should have 
been deposited in the sinking fund. 


RESERVES 


There are three kinds of reserves: 

1. Those representing an amount set aside monthly to meet 
a maturing liability. Reserves of that character constitute a 
portion of the liabilities. 

2. Those representing an estimated amount to provide for 
wasting assets, such as buildings and machinery. Reserves of 
this class do not represent an amount which will have to be paid 
out except upon some future contingency, but they should be 
stated directly after the liabilities or appear upon the statement 
as a deduction from the asset which they are supposed to reduce. 

3. Another class of reserves consists in merely creating a fund 
out of earnings to provide for any contingency which may arise. 
No particular object is gained by such a reserve unless a cor- 
responding amount of cash is held or invested in some security, 
for the purpose intended. Otherwise, the reserve merely con- 
stitutes a book entry and does not accomplish any real purpose. 

We have now considered all of the more usual items com- 
posing the assets and liabilities. The difference between the 
two sides, or the capital and surplus in a corporation statement 
and the same thing, but termed net worth in a firm statement, 
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represents the apparent value of the proprietor’s interest in the 
business. These figures are interesting mainly as they indicate a 
tendency to increase or decrease. The credit man has usually 
stopped well up in the asset side in considering the margin of 
safety for the creditors. 

The surplus account, or net worth, should indicate whether 
or not the concern has been operating profitably, and, if so, 
whether those earnings have all been paid out in dividends. 
Profits or earnings are so vitally related to assets and liabilities, 
and there are so many elements entering into a statement of 
operations, whereby a manufacturer or merchant, without any 
very elaborate stretching of his imagination, can be induced to 
believe that he has made more money than the strict interpretation 
would show, that the credit man, if he is careful, must leave a 
wide margin of safety. Profits, as usually shown, may be 
imagined or actual, the former representing those which are 
created on paper by means of a skillful system of bookkeeping, 
but the latter, the real earnings which may properly be applied 
in the payment of dividends, provided the working capital is not 
reduced to such a point that it becomes necessary to call in the 
bankers and have them furnish the capital which the proprietors 
themselves should supply. If a concern has made $100,000 in the 
past year and during the same period has expended $50,000 on 
improving its plant, without calling upon the proprietors to fur- 
nish that additional capital, and this concern thereupon declares 
a dividend of $100,000, representing the distribution of earnings 
for the year, they have impaired their working capital to the 
extent of at least $50,000. The assumption is that this concern 
will require, sooner or later, fresh working capital from the 
stockholders or, if that is not feasible, the bank will be asked to 
furnish the amount necessary to meet current obligations. It is 
not conceivable that the careful banker would be willing to ad- 
vance money knowingly for the purpose of paying dividends, 
without all the facts at his disposal, but that is what he may really 
be doing. 

It would appear, therefore, to be the duty of every industrial 
undertaking to provide all the major part of its working capital. 
If, for any reason, any large portion should be represented by 
borrowed money, it should be a temporary condition, to be re- 
paid out of future earnings or new capital before any dividends 
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are declared. I do not mean to imply that the banker should not 
provide funds for the purpose of discounting bills, which may be 
interpreted as an advance for working capital. In this particular 
instance, it is assumed that the advance will be temporary, sub- 
ject to repayment as soon as the concern has been able to collect 
a corresponding amount from its customers. 

Unless the banker is careful, therefore, he may be advancing 
funds with which to pay dividends or meet excessive withdrawals 
by the partners who, in turn, are investing that money in some 
other enterprise in which they are engaged, and leaving the 
bank to furnish the working capital for the business in which 
the owners are supposed to be primarily interested. If they are 
not satisfied to invest their money in the business, why should 
the bank be willing to do so? The natural conclusion would be 
that where such a practice is in effect these borrowers feel that 
in the day of adversity the loss will be the bank’s, and not theirs. 

Perhaps the greatest danger in the preparation of a state- 
ment of earnings lies in the distinction between capital charges 
and charges against income. If the business has had a bad year 
and the proprietor thinks it necessary to show the banker that he 
has made at least as much as he did in prior years, it may be 
only necessary for him to instruct the bookkeeper to charge a 
portion of what would ordinarily be placed in operating accounts, 
in the shape of repairs and renewals, to some building or fixture 
account; or he may decide that he has been too conservative in 
his policy of inventorying his stock, and suddenly decide to in- 
augurate some new method which will add several thousand dol- 
lars to the value of his stocks of merchandise; or the practice 
of continuing reserves for depreciation, bad debts, etc., may be 
temporarily suspended on the theory that the plant has been 
depreciated sufficiently, or that the reserve for bad debts is ample 
to care for any loss which may occur in the accounts. 

I could go on indefinitely pointing out ways in which a state- 
ment of operations may be manipulated in an attempt to show 
that a thriving state of affairs exists and that the payment of 
dividends is justifiable. 

In my comments thus far, I have tried to indicate some of 
the difficulties that the credit man or banker may encounter in 
his effort to reach the facts regarding the financial condition and 
operating results of the borrower whose statement he is review- 
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ing. It seems reasonable to infer that if there is in existence a 
body of men specially trained for the purpose of correctly inter- 
preting and preparing statements purporting to show the finan- 
cial worth of a concern and whether that concern has really made 
or lost money, the results of their efforts, placed at the disposal 
of the banker, should be of inestimable value. 

This leads up to a consideration of what the terms “certifica- 
tion” and “certified public accountant” mean. The former would 
seem to imply that someone qualified to pass an opinion had made 
a definite statement with regard to some question or fact. Ap- 
plied to a statement of assets and liabilities, the certificate should 
indicate what the figures shown thereon represent. Practice has 
also decreed that the statement shall be set up in a certain pre- 
scribed form. Current assets should be grouped so that their 
relation to current liabilities may be noted. Certain headings have 
been recognized as conveying a definite understanding of what 
the item covers. For instance, accounts receivable as such should 
be the regular trade accounts and not a mixture of trade, employee 
and deposit accounts. 

It would seem reasonable that a certificate, which stated 
clearly to what extent the accountant certifies to the value of the 
statement, would be received by the banker or business man 
much more favorably than the ordinary bill of health which 
many accountants are apt to use in certifying to a statement. 

A certificate to the effect that “the statement is correct in ac- 
cordance with the books” ordinarily should not be given as much 
consideration as the paper upon which it is written. It should 
not be necessary to require an accountant to inform you that 
the figures shown upon the books have been correctly copied and 
set up in a statement for your perusal. What is wanted is some- 
thing more definite if the certificate is to be worth anything. 

A well known accountant has stated that some of the qualities 
which an accountant should possess are tact, caution, firmness, 
fairness, good temper, courage, integrity, discretion, industry, 
judgment, patience, clear-headedness and reliability. Accountancy 
is a profession calling for a width and variety of knowledge to 
which no man has yet set the limit. This would seem to imply 
that the accountant should possess unusual qualities. He need 
not necessarily be a phenomenon, but undoubtedly he should 
possess powers of analysis not found in the ordinary man of 
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affairs, if he is to be of value to his clients and others relying 
upon the statements which he may be prepared to make. 

In this country the man who fills this position is styled a 
certified public accountant and not as he is very often called 
simply an accountant, a public accountant, an expert accountant 
or an expert public accountant, any of which terms may merely 
signify a bookkeeper-out-of-a-job. The title C.P.A. signifies 
that the accountant has complied with certain legal requirements 
prescribed by the state in which he obtained his certificate, 
qualifying him to occupy a position in a class by himself, and 
assuming that the holder thereof has acquired a special know- 
ledge and fitness for the work of an accountant. The term char- 
tered accountant is that applied by certain foreign countries to 
the same class of men as hold the title certified public accountant 
in this country. Chartered accountants are foreigners doing busi- 
ness in this country who may or may not be qualified under our 
laws to practise as certified public accountants. 

It will, of course, be conceded that the accountant is not in- 
fallible, that he may make mistakes; but so high a mark has 
been set for the accountant that his mistakes must be few and 
far between if he is to occupy a position of trust and responsibil- . 
ity in the community. The lawyer may make mistakes and place 
the blame upon an unfair decision, or the doctor may make a 
mistake and still convince you that there was no hope for the 
patient, in any event; but if the accountant errs, he cannot es- 
cape the severest criticism. , 

The certified public accountant is peculiarly equipped to render 
a service to the banker. If that service, in the past, has not been 
invariably satisfactory,-I believe that it has been due largely to 
a lack of appreciation on the part of the accountant as to the kind 
of information the banker should have. ‘The accountant has, 
perhaps, failed many times to get the viewpoint of the banker, 
who wants a simple statement of facts presented in condensed 
form, from which he can arrive at definite conclusions relative 
to the amount of money it would be safe to lend the applicant 
for credit. Generally speaking, the banker is not interested in 
a voluminous report containing elaborate schedules and lengthy 
comments on various items which have come under the observa- 
tion of the accountant even though a report of this kind may be 
desired by the client, who wishes the accountant to present all 
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the information necessary for the minutest study of his business 
affairs. 

I do not wish to imply that the accountant is indispensable in 
the granting of credit generally, but I am firmly convinced that 
the day is not far off when bankers will require that practically 
all their borrowers of any considerable amount shall submit state- 
ments to the banks only after they have been certified by reput- 
able accountants. This condition will arise after the account- 
ant has thoroughly measured up to his responsibilities and has 
demonstrated to his client the value of a certified statement, not 
only in his relations with his banker, but in the value to him of an 
outside independent survey of his business and the help which 
the accountant should be able to give in directing certain policies 
and tendencies. The accountant, if he is qualified to practise as 
such, should possess a general knowledge of business affairs such 
as cannot but be helpful to the business man whose horizon has 
perhaps been narrowed in the conduct of his own particular busi- 
ness and who has, therefore, been unable to keep up with the 
tendency to reduce costs and increase profits. 

A helpful suggestion at the right time regarding some busi- 
ness policy may mean the difference between prosperity and for- 
tune for the business man, and a charge to profit and loss for the 
banker. 
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The Value of an Audited becteianets 
By A. G. Moss 


The value of an audited statement from the viewpoint of the 
credit manager must necessarily depend largely on the confi- 
dence placed in the accountant preparing the statement, and unless 
the credit manager has entire confidence in the accountant, it is 
without value. 

This fact is emphasized in the valuable and interesting book 
issued by the American Association of Public Accountants under 
the title The Influence of Accountants’ Certificates on Commercial 
Credit. All of you are doubtless familiar with the contents of 
this volume which is a compilation of the opinions of more than 
eight hundred bankers. The following extracts taken therefrom 
serve to illustrate the point: 


A—From a banker in a small city: 


As a rule borrowers say they can get any statement they choose 
to make certified, if they pay the charge. 


B—From the president of a bank of some importance in the 
middle west: 


We have felt for many years that the practice of lending large 
sums of money purely upon the strength of a statement furnished 
by borrowers without any independent verification or corrobora- 
tion, is fraught with more or less danger; and the frequency with 
which failures occur, disclosing utter misrepresentation of facts 
in statements previously put out, tends to prove the correctness 
of this view of the matter. On the other hand, frequent single 
failures are taking place, where the liabilities run into the millions, 
of firms and corporations whose statements have been audited and 
verified by so-called public accountants, while the actual condition 
of affairs bore no resemblance to the picture painted by the state- 
ment and auditor’s verification thereof. 


C—Another banker in the middle west says in part: 


I believe that the business you are in is a legitimate one, and 
one that ought to bring forth good results, if in the hands of men 
of character and integrity. 

It is gratifying to note that such opinions as the ones just 
quoted were expressed by only a small proportion of the bankers 


* An address delivered before the North Texas chapter of the Texas State 
Society of Public Accountants. 
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who replied to the request of the American Association of Pub- 
lic Accountants, which would indicate that this feeling of con- 
fidence is placed in the accountant by the majority of credit man- 
agers. 

Therefore, in the remarks which follow, I assume that the 
accountant is honest and competent, and that the credit manager 
is aware of the fact. 

My firm recently made requests of some of the larger business 
houses, note brokers and banks for expressions as to the value of 
an audited balance sheet-from the viewpoint of the credit man- 
ager, and replies received would indicate that there are several 
general advantages aside from the scientific presentation of the 
accounts. 

First: It exhibits truthful accounts. 

The satisfaction of the audited balance sheet to the credit man- 
ager, when determining the amount of credit of borrowers, can be 
appreciated when it is realized that he is dealing with truthful 
accounts, and is not compelled to discount the assets or increase 
the liabilities according to the opinions he may have as to the 
personnel of the firm seeking credit. This is clearly brought 
out in the following expression of a credit manager residing in 
Los Angeles: 


From the viewpoint of the credit manager, I would say that a 
certified statement of the affairs of an individual concern, vouched 
for by the signature of an established public accountant, would be 
evidence to me of the truth of the story put down on paper. 

SeconD: It prevents over-valuation of assets. 

There are numerous motives which cause the over-valuation 
of assets and likewise the under-statement or omission of lia- 
bilities in the unaudited balance sheet, of which the following 
appear to be most common, namely: 

Optimism. 

Ignorance. 

Failure to realize the offense committed. 

Dishonesty. 

That the credit manager fully appreciates the value of the 
audited balance sheet in respect to over-valuation of assets is 
clearly stated in the following extracts from letters received by 
us: 
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A—From a credit manager on the Pacific coast: 


It is human nature to look at one’s assets in a more favorable 
light than they perhaps deserve, especially so when making up a 
financial statement. With the utmost honesty of purpose, there- 
fore, figures are apt to be more flattering than when subject to 
the inspection of an outside auditor. 


B—From an officer of the National Association of Credit Men: 


The ordinary statement received by the credit manager is 
in ninety-nine cases out of one hendoed colored by optimism, in- 
complete on account of ignorance, or manipulated from a desire 
to make a good showing without realizing the offense that is being 
committed, or through absolute dishonesty. A yearly audited bal- 
ance sheet can be checked by the credit managers in such a way 
as to determine absolutely whether the audited concern is honest 
or dishonest. This one fact alone is of great importance. 


Tuirp: It leads to the adoption of efficient and systematic 
methods. 

You are fully aware that the accountant is frequently in posi- 
tion to point out to the management of firms under audit changes 
which are beneficial to them and which sometimes affect their 
entire line of reasoning. That the credit manager realizes the 
value of such suggestions to the borrower by the accountant is 
indicated in the following extracts taken from letters received by 
us. The first, written by the cashier of one of the strongest 
banks in Texas, follows: 


We beg to advise that it is our opinion that an audited state- 
ment of a mercantile house is essential for many reasons. First, 
they show that the business man or the management of a corpora- 
tion having the books audited is alive to the necessity of keeping 
in full touch with its own affairs. 


The second extract, written by the manager of one of Dallas’ 
larger implement houses, follows: 


An audit by an outside institution frequently discloses many 
things that have been overlooked, even by a competent account- 
ant, who is regularly employed by the firm. We strongly advocate 
annual audits, as we have learned a great deal that is of value 
to us through this medium. 


FourtH: Testimony of two witnesses. 
The importance of this feature cannot be overestimated. In 
the valuation of assets for the preparation of the audited balance 


sheet, the views of the accountant are frequently not in accord 
with the views of the management, with the result that thorough 
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discussion follows and all aspects of the asset in question are 
brought to light. As a consequence, the figures which are finally 
presented to the credit manager represent deliberations which 
could not take place in the absence of two different viewpoints. 

The treasurer of a Louisville hardware firm writes in part, 
as follows: 


In the first place, the verification of the figures gives greater 
assurance against errors. In the second place, it is the testi- 
mony of two witnesses against one, the second one being an un- 
interested witness. We always regard such statements as being 
more accurate and dependable than when compiled by a firm 
without the assistance of accountants. 


FirtH: It assures accuracy. 

This feature received very little attention by the credit man- 
agers in their replies, but it is without doubt essential. The ac- 
countant, trained in the matter of accuracy, with his numerous 
methods of proving the correctness of accounts, has eliminated 
from the mind of the credit manager any doubts he may have 
had as to the accuracy of audited balance sheets. 

SrxtH: It furnishes valuable information as to earnings. 

It is a well-known fact among accountants that profits re- 
sulting from the sale of capital assets or however acquired, other 
than from the regular operation of the business, are frequently 
included in the unaudited balance sheet as earnings for the year, 
which, if not detected by the credit manager, will lead to erroneous 
conclusions as to the earning power of the firm seeking credit. 
Some unaudited balance sheets will exhibit simply the surplus 
from year to year and the credit manager arrives at the firm’s 
net increase in assets by deducting from the surplus shown on the 
current statement the amount of the same account as shown on 
the previous statement. It is easily seen how a borrower can in- 
clude such items of profit in his earnings from operations without 
actually stating the fact, by simply permitting the credit man- 
ager to assume that the net increase in surplus account represents 
the earnings. 

The credit manager of a wholesale drug firm in Dallas writes 
in part as follows: 


The audited statement from a credit manager’s standpoint is 
a guarantee of accuracy as to assets and liabilities, and also sup- 
se him with information as to income and expense that it is 
ard for him to secure otherwise. 
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SEVENTH: It enables the credit manager to give constructive 
advice. 

The credit manager, with his fund of information regarding 
the affairs of business houses in the same branch of industry, can 
determine from the audited balance sheet the weaknesses, if any, 
which may exist in the financial condition of the individual bor- 
rower, which enables him to give sound advice, when the same is 
pertinent, and frequently prevents failure. It is hardly necessary 
to say that advice based on unaudited statements, which are quite 
frequently incorrect, would be of little value to the borrower. 

This feature is clearly emphasized by the president of a large 
wholesale grocery house in Texas, as parts of his letter, which 
I quote, will show: 


We have been having our books audited for several years and 
find it is very satisfactory to the stockholders of this company, 
and I feel quite sure it is more satisfactory to those we do busi- 
ness with and borrow money from to have outside public account- 
ants to do the work and report on the audit than to take our own 
clerical force’s word for it. If our customers would only view 
the matter as we do and let us go over their books in this way, 
we would save a great many of them from bankruptcy and our- 
selves frequently from loss. The credit man’s job is one more of 

essing and reading human nature than scientifically handling 
acts and figures, as it should be. 

E1cuTH: Finally, the audited balance sheet gives to the credit 
manager that much desired feeling of satisfaction which comes 
with the assurance that all information pertinent to the financial 
condition of the borrower is before him; that each item exhibited 
on the statement has been subjected to thorough verification ; that 
every feature surrounding each item has been considered, and 
the assets, liabilities and, earnings are finally entered on the state- 
ment under the proper headings according to the judgment of the 
qualified accountant. 

And, if the condition of the borrower does not warrant the 
credit asked for, the refusal can be made with a clear conscience 
that, whether regrettable or not, the decision is based on facts 


and therefore just. 
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EDITORIAL 
Commercial Credits 


We are glad to be able to publish in this issue of THE JouRNAL 
or AccouNTANCY four important articles dealing with credit 
relations. This is a subject which is of increasing importance 
and at the present moment occupies the attention of the entire 
financial and commercial world of America because of the in- 
auguration of the new federal reserve board and its concomitant 
banking system. 

The article by Mr. F. G. Colley expresses excellently the 
views which THE JoURNAL entertains as to the urgent necessity 
for immediate regulation in the matter of statements in support 
of all commercial paper offered for rediscount. Mr. Charles E. 
Meek, president of the National Association of Credit Men, 
endorses in the strongest terms the proposal to insist upon 
certified statements in connection with commercial paper and 
his article on Credit Granting is one that should be read and 
studied by everyone concerned with the purchase or sale of com- 
mercial paper. The article entitled Credits from the Viewpoint 
of a Certified Public Accountant by Mr. Frederick H. Hurd- 
man, C. P.A., has already been mentioned in the editorial pages 
of this magazine and we have pleasure in presenting the article 
itself in this issue. Mr. Hurdman’s article has done much to im- 
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press upon bankers the necessity for certification of borrowers’ 
statements. The rapid development of the movement is further 
demonstrated by the article entitled The Value of an Audited 
Statement prepared by Mr. A. G. Moss. _ 

Altogether the four articles mentioned constitute one of the 
most emphatic pleas ever made in favor of the adoption of sound 
business principles in the granting of credit on the security of 
commercial paper. 

The federal reserve board has not yet insisted upon the certifi- 
cation of borrowers’ statements, but there is every reason to 
believe that in the near future satisfactory regulations will be 
issued and that the security to the general public, the lender and 
the borrower, afforded by proper certification of statements, will 
become compulsory under the ruling of the board. 


Valuation of Merchandise Inventories 


SHouLp CasHu Discounts Be DepucTEep? 


The following is a copy of a communication which a bank 
president recently sent to nineteen different concerns, of whom 
seven were bankers, two note brokers, and ten large wholesale 
and retail dry goods merchants: 


We have seen a statement exhibited by certified public accountants, 
to which this comment is attached: 

“The merchandise inventories, which have been certified by the com- 
pany’s officials as to quantities and marketable condition, have been 
valued at cost, but cash discounts have not been deducted. 

“This comment has become a subject of discussion, and desiring to 
secure a collective opinion as to the correct procedure in valuing a mer- 
chandise inventory, I am writing to you to ascertain whether in your 
judgment a valuation should be determined as above stated, or by the 
cost of the goods less the cash discount taken. 

“Your reply will be appreciated.” 


An analysis of the replies shows that 


Thirteen stated that in their opinion the discount 
should most certainly be deducted ; 

Two considered that the discount should not be de- 
ducted ; 

Four were non-committal. 
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Of the replies from the thirteen who considered that the dis- 
count should be deducted, five came from bankers, two from 
note brokers, and six from dry goods companies. These replies 
are interesting. A bank in Chicago writes: 


“We have taken the subject-matter up with several of our leading 
local authorities and we are advised that it is the general custom in ap- 
praising merchandise to list it at cost less the cash discounts which it 
has been possible to secure and take advantage of.” 


A Boston bank stated that 


“a statement showing merchandise inventories from which cash dis- 
counts have not been deducted would look very unusual to us, . . . it 
would look as though the concern which wished to have its statement at- 
tested in this way was seeking to pad its figures.” 

A Philadelphia bank wrote stating that discount should be 


deducted, and adding: 


“We would like to see this policy universally adopted by the certified 
public accountants.” 

The letter of a New York bank is especially interesting as 
it emphasizes the necessity of definiteness in the wording of the 
accountant’s certificate. We quote as follows: 


“Personally, I consider that merchandise should always be inventoried 
at its net purchase price, but it is impossible to accomplish any degree 
of uniformity on this subject. Because, therefore, of the wide 
differences of opinion existing on this question, I always allow anywhere 
from 20 per cent to 35 per cent for shrinkage in merchandise values when 
analyzing statements, according to the particular line of business under 
consideration. Similar practice is followed by many bankers, and I 
think it is safer as a rule to work on that principle than to accept figures 
which are not made perfectly clear and satisfactory.” 

The majority of the replies from the dry goods companies 
are short and emphatic in their opinion that cash discounts must 
be deducted, one large firm adding that the concern that takes 
its stock without taking into consideration the discount allowed 
only fools itself. 

Of the two replies received which stated that they did not 
consider it necessary to deduct the cash discounts, one is a whole- 
saling and retailing company in the east and the other a retail 
dry goods company in the southwest. 


Of the four that were non-committal, two replies were from 
bankers and two from wholesale dry goods houses. Of the two 
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bankers, one wrote that there was merit on both sides of the 
argument, while the other replied that he believed it was the pre- 
vailing custom not to deduct the cash discounts. One of the 
dry goods houses evidently did not understand the question, and 
the reply of the other, while stating that it is customary to 
take the inventory at the cost price without figuring the net cost 
less discount, added 


“there is no doubt that the primary feature of an accountant’s report 
(especially where submitted to the grantors of credit) is submitted for the 
purpose of obtaining an accurate knowledge of the applicant’s affairs, and, 
therefore, the greater the degree of accuracy with which such report is 
made up, the greater the amount of confidence which is placed in it, and 
so much more sure is the grantor in deciding what lines of credit might 
be granted .. . There is no doubt, therefore, in the writer’s mind 
that a movement should be started among the certified public accountants 
to specify somewhere in their report the amount of discount to which the 
value of merchandise inventoried might be subject.” 

THE JOURNAL is glad to be able to furnish the foregoing con- 
vincing testimony upon a point of considerable importance con- 
cerning which we believe even accountants have not always seen 
eye to eye. The leading practitioners now agree, however, that 
cash discounts should be deducted in arriving at merchandise 
values for inventory purposes and it is highly satisfactory to see 
that bankers and merchants of national reputation support the 
position which the accounting profession has taken in favor of 


conservatism and candor. 


Ohio Classification of Accounts for Electric 
Utilities 


The public utilities commission of Ohio has recently issued 
its tentative uniform classification of accounts for electric utilities 
in that state which will become effective January 1, 1915. 

The commission after it was organized determined to retain 
certified public accountants to advise with it upon accounting 
matters and to assist it in the preparation of its accounting 
classification. For this purpose the commission retained the 
firm of Nau, Rusk & Swearingen, and the present uniform classifi- 
cation has been prepared, in large part at least, by them, and is 
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the first to be promulgated by the commission. Uniform classifi- 
cations for other classes of public utilities will, it is proposed, 
be issued as soon as they can be prepared. 

Without attempting to discuss in any detail the merits or 
defects of the classification of the accounts for electric utilities, 
there is one feature of outstanding importance. For the first 
time, so far as we are aware, utilities owned by municipalities 
are to be required to keep full accounts of their property and 
operations and to submit reports that will be comparable with 
those of privately owned utilities. The benefits to be derived 
from municipal ownership will thus be brought to a test and 
the advocates of that plan will have a fair opportunity of proving 
the merits of their position. Heretofore, it has been difficult to 
determine jairly whether municipal ownership is beneficial or 
otherwise because of the inadequate accounts maintained by 
practically all utilities owned and operated by cities. 

The Ohio commission has performed a useful service in ap- 
plying its accounting classification to all utilities whether publicly 
or privately owned, and the results will be watched with keen 
interest by both the advocates and opponents of public ownership. 


Accountants in War Time 


An impressive feature of the war news is the list of account- 
ants, their apprentices and assistants who have volunteered for 
service in the field with the British forces. Every accounting 
magazine which comes to hand from Great Britain contains a 
long list of men who have gone to the front. We doubt if any 
other vocation has provided a higher percentage of enlistments. 

On account of the existing conditions it is not possible to 
ascertain the numbers of accountants in Russia, France, Germany 
or Austria, who are taking part in the campaign, but no doubt 
considerable numbers are with the troops of their respective 
countries. 

It is a source of pride to the entire profession to find that its 
members are so ready to respond to the call of duty in the face 
of unparalleled hardship and grave peril. 
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Income Tax Department 
Epitep By JoHN B. Niven, C.P.A. 


The decisions printed this month consist of: 

T. D. 2023 which allows the use of a stamp by collecting agents so 
far as endorsements on foreign items of income are concerned. 

T. D. 2024 which annuls that part of the general regulations instruct- 
ing collectors to retain a copy of the return rendered in any case where 
they have reason to believe it is false or fraudulent. It seems that in- 


vestigations in such cases are to be made direct from Washington in~ 


future. No doubt this ruling is intended as a further protection and safe- 
guard of the inviolable secrecy of the returns. 

T. D. 2028 which applies to penalties on delayed payments from in- 
dividuals abroad. It provides that in cases where individuals are absent 
abroad there shall be added to the 10 days allowed under the law the 
time necessary to allow the taxpayer to receive the notice in the ordinary 
course of the mails as well as the time necessary for the payment to be 
transmitted to the collector by the same means. In other words such 
a taxpayer has extended to him the same length of time to make pay- 
ment as he would have had were he resident in this country. 

T. D. 2029 which alters the procedure necessary to convert the annual 
return of a corporation from the basis of a calendar year to that of a 
fiscal year. Up to the present time to effect such a change a corporation 
had to give notice of such intention not less than 30 days prior to the close 
of the fiscal year and file the return for the fractional part of the year 
within 60 days after such closing date. Thereafter the return was filed 
at that date annually. Evidently, to bring the regulation into more strict 
conformity with the law, it is now required that the notice of intention 
to change need not be given until 30 days prior to March Ist of the 
year in which the basis of the return is to be changed instead of as 
above indicated 30 days prior to the close of the fiscal year. The time 
to make the return forthe fractional part of the year is similarly ex- 
tended until March 1st of the following year. There may therefore be 
practically an interval of twelve months between the close of the fiscal 
year and the date of making the first (fractional) return under the 
fiscal period. The result is that all returns made on the basis either 
of a calendar year, or of a part thereof, are to be filed prior to March 
1st yearly while those based on full fiscal years are given until 60 days 
after the close of the company’s year. It is advised, however, that as 
early intimation of the change be made as possible and that the first 
(fractional) return should not be delayed longer than is absolutely neces- 
sary. 

T. D. 2030 provides a form of certificate for the use of banks to enable 
them to claim exemption on dividends from stocks of foreign corpora- 
tions owned by nonresident aliens. 
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TREASURY RULINGS 


(T. D. 2023, October 12, 1914.) 


Amending article 58, income tax regulations 33, requiring indorsement or 
stamp on foreign coupons, cheques, bills of exchange, etc. 


Article 58, income tax regulations 33, is hereby amended to read as 
follows: 


ArtTIcLe 58. The licensed person, firm, or corporation first receiving 
such foreign items for collection, or otherwise, shall withhold therefrom 
the normal tax of 1 per cent, and will be held responsible therefor. If 
the foreign item is in the form of a cheque or bill of exchange, the words 
“Income tax withheld by ’ (giving name, address, and date) shall 
be indorsed or stamped thereon by such licensee; but if the item is repre- 
sented by a coupon or coupons from bonds, the licensee shall attach 
thereto a statement identifying the same, and the indorsement or stamp 
showing the tax withheld shall be placed on the statement instead of the 
coupon or coupons. 

Said indorsement or stamp shall be sufficient evidence of tax with- 
held to relieve subsequent holders or purchasers from the obligations of 
withholding. 


(T. D. 2024, October 15, 1914.) 


Amendment of article 192 of regulations No. 33, providing that collectors 
should not retain copies of returns in their offices. 


Referring to article 192 of regulations No. 33, wherein it is provided 
that— 


Where in any case the collector has reason to believe that any return 
rendered is false or fraudulent, he will prepare and retain in his office a 
copy of such return, and will note on the original and under the head of 
“Remarks” of his assessment list the words “Investigation pending.” He 
will in all such cases make his investigation in the manner prescribed in 
section 3173, Revised Statutes and paragraph D of said act of October 3, 
1913; and he will report the results of his investigation to the commis- 
sioner of internal revenue, referring to the list, foho, and line on which 
the assessment was reported, 


you are informed that inasmuch as these investigations are to be made 
by the revenue agents’ force, the portion of the article of regulations 
No. 33 quoted above is hereby annulled. 

Collectors should not under any conditions retain copies of returns 
in their offices, but when information relative to any return of annual 
net income filed by any taxpayer is necessary in connection with the 
assessment and collection of the income tax the same may be secured 
from the commissioner of internal revenue at Washington. 
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(T. D. 2028, October 24, 1914.) 
Income Tax—Five per cent penalty and interest on delayed payments. 


The 5 per cent penalty and interest on delayed payment of assessed in- 
come taxes in the case of persons absent in foreign countries held 
to be due unless payment is forwarded within ten days after notice 
and demand, Form 17, should have been received in the ordinary 
course of the mails—T. D. 1659 modified. : 


In the last sentence of paragraph E of section 2 of the act of October 
3, 1913, it is provided: 


* * * And to any sum or sums due and unpaid after the thirtieth 
day of June in any year, and for ten days after notice and demand 
thereof by the collector there shall be added the sum of 5 per centum 
on the amount of tax unpaid, and interest at the rate of 1 per centum 
per month upon said tax from the time the same becomes due, except 
from the estates of insane, deceased, or insolvent persons. 


By reason of absence in foreign countries or on account of traveling 
abroad, it is impossible for many individuals to receive notice and de- 
mand on form 17 and make payment of the taxes assessed thereon so the 
same can be received by the collector within the 10-day period following 
June 30, or within the 10-day period following the service of the notice. 
You are requested, therefore, to enter on form 17, as the date on which 
such assessed tax becomes due and payable, as near as possible, a date 
10 days subsequent to the time that said notice should be received in the 
ordinary course of the mails by the taxpayer, and where it appears that 
the full amount of tax assessed was placed in the mails within the 10-day 
period after the receipt of form 17, or in case notice so sent is not 
delivered in due time by reason of delay in the mail and satisfactory evi- 
dence of that fact is furnished, the penalty and interest in such cases 
will not be collected. In the latter cases the envelope inclosing the notice 
- and bearing the postmark of the receiving office should be forwarded to 
the collector and by him transmitted to this office with form 325 as evi- 
dence of delay in the delivery of notice so sent. 

This ruling applies solely to the collection of income tax from in- 
dividuals and includes government officers. T. D. 1659 is modified ac- 
cordingly. 


(T. D. 2029, October 24, 1914.) 


Corporations desiring to make returns of annual net income on the basis 
of a fiscal year must, not less than 30 days — to the first day of 
March, give notice in writing to the collector, designating in such notice 
the last day of some month as the close of the fiscal year, in which 
case the fiscal year return will cover a 12-months period. The return 
for that portion of the calendar year preceding the beginning of the 
fiscal year will be filed on or before March next following. 
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To collectors of internal revenue: 

| Reference is made to T. D. 2001, relative to the designation by cor- 
porations of a fiscal year other than a calendar year as a basis for 
making returns of annual net income. 

You are informed that every corporation amenable to the income- 
tax law in existence at the close of a calendar year is required to file 
a return covering all or any part of the preceding calendar year during 
which it may have been in existence on or before March 1, provided such 
corporation has not established or does not establish a fiscal year. 

In order to establish a fiscal year it is necessary for the corporation 
to give notice to you in writing designating the last day of some month 
as the close of its fiscal year. This notice must be filed not less than 
30 days prior to March 1 of the year in which the fiscal-year period of 
12 months closes. A return for that portion of the calendar year preced- 
ing the commencement of the fiscal period of 12 months is required to be 
filed on or before March 1 of the year next following the calendar year 
of which it is a part, and the return for the first full fiscal year is re- 
quired to be filed on or before the last day of the 60-day period following 
the close of the fiscal year. 

Example: A corporation desiring to establish its fiscal year as ending 
on June 30, 1915, must file notice not less than thirty (30) days prior to 
March 1, 1915, or on or before January 20, 1915. A return for the period 
January 1 to June 30, 1914, must then be filed on or before March 1, 1915, 
and a return for the first fiscal year period (July 1, 1914, to June 30, 
1915) must be filed on or before August 29, 1915. 

That portion of the year preceding the beginning of an established 
fiscal year is held to be a fractional part of the calendar year; and as 
the return of a calendar year is not required to be filed until on or be- 
fore the first day of March next following, there is no provision of law 
whereby the return covering a fraction of a calendar year is required 
to be filed earlier than “on or before” the next March Ist, though it is 
preferred that the return for this fraction shall be filed as early as pos- 
sible after the close of the period. 

t The above instructions are supplemental to T. D. 2001, and rulings or 
| decisions heretofore issued in conflict with the foregoing are hereby 


revoked. 


(T. D. 2030, October 13, 1914.) 


Exemption certificate provided for use of banks and bankers, either 
foreign or domestic, claiming exemption from income tax on divi- 

) | dends from stock of foreign corporations owned by nonresident aliens. 

| 


The following certificate is hereby provided, which may be executed 
by responsible banks or bankers, either foreign or domestic, for and on 
j behalf of nonresident owners of stock of corporations of foreign countries, 
for the purpose of claiming exemption from the income tax on dividends 
from such stock: 
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Form Form 1071 | 
1071 
Exemption or BANKERS, EITHER For- 

EIGN OR DoMESTIC. 


(For the use of responsible banks and bankers, either foreign or 
domestic, for and on behalf of nonresident owners of stock of cor- 
porations of foreign countries.) 


(Full oe of stock, stating whether common or preferred, 
or 


Amount of dividends, $——— 


I (we) do solemnly declare that the owners of the stock 
of foreign corporations upon which the aforesaid dividends 
were declared are nonresident aliens as to the United States 
and are exempt from the income tax imposed on such income 
by the United States Government under the law enacted Oc- 
tober 3, 1913 that no citizen of the United States, wherever 
residing, or foreigner residing in the United States, or in any 
of its possessions, has any interest in said stock and that all 
of the information as given in this certificate is true and cor- 
rect. I (we) hereby agree that if at any time it shall appear 
that the income or any part thereof represented or covered by 
this certificate was, or is, subject to the normal tax imposed 
by the United States, upon presentation of proof of that fact } 
to me (us) by, from, or through the Commissioner of In- 
ternal Revenue, Washington, D. C., I (we) will pay and remit 
to the United States Government the amount of tax claimed 
to be due; and I (we) hereby further agree that whenever d 
in the judgment of the Commissioner of Internal Revenue it 
shall be necessary in or to the administration of the income- 
tax law, I (we) will, upon request of said Commissioner of 
Internal Revenue, disclose and furnish to him the names and 
addresses of the owners and the amount of the stock aforesaid. 


TREASURY DEPARTMENT 
INTERNAL REVENUE—INCOME TAX 


(Full st-office address of bank i 
or ker.) 


(SIGNATURES MUST BE CLEARLY AND LEGIBLY WRITTEN.) 


The above certificate shall be in size 8 by 3% inches, and shall be 
printed to read from left to right along the 8-inch dimension. 

The certificate shall be printed on yellow paper, and such paper shall 
correspond in weight and texture to white writing paper, 21 by 32, about 
40 pounds to the ream of 500 sheets. 

The certificate hereby authorized will be printed by the Government 
and furnished without cost. 
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Banks or bankers desiring to furnish their own certificates may do 
so, but the certificate so printed must conform in size to that prescribed 
above and be printed in similar type upon the same color, shade, and 
weight of paper as used by the Government. 

Sample certificates showing size of type and color of paper can be 
secured from collectors of internal revenue in their several districts or 
from the commissioner of internal revenue, Washington, D. C. 


Washington Society of Certified Public Accountants 


At the annual meeting of the Washington Society of Certified Public 
Accountants, held on September 12th, the following were elected as 
officers and directors for the ensuing year: R. D. White, president; 
H. W. Carroll, vice-president; Eli Moorhouse, secretary-treasurer; E. G. 
Shorrock and C. M. Williams, directors. 


Ralph D. Webb, C. P.A., announces that he has severed his connec- 
tion with the firm of Temple, Webb & Co., and has opened an office at 
630 Security Bank Building, Minneapolis, Minn. 


Napier, Jones & Company, chartered accountants, announce that they 
have opened offices at 722 Standard Bank Building, Vancouver, B. C., and 
1101 Pabst Building, Milwaukee, Wis. 


R. A. Stevenson, C.P.A. and T. H. Evans, C.P.A., announce the 
formation of a partnership under the firm name of Stevenson & Evans 
with offices at 524 Ford Building, Detroit, Mich. 


Morison, Foote & Co., No. 1 Liberty St., New York, announce that 
Henry J. Bull has joined the firm which in future will be known as 
Morison, Foote & Bull. 


Whitney B. Flershem, certified public accountant, announces the re- 
moval of his office to the Boyce Building, 30 North Dearborn Street, 
Chicago, Ill. 


The Willison Audit & System Company announces the opening of an 
office at 4001 Jenkins Arcade, Pittsburgh, Pa. 


A. C. Hopson, M.A., C.P.A., (Wisconsin) announces that he has 
opened offices at 733 Fifteenth Street, N. W., Washington, D. C. 
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Students’ Department 
Epirep By SEYMouR WALTON, C. P. A. 
AVERAGES AGAIN 


The following letter explains itself: 


“Dear Sir: 

“Herewith is a question for your consideration, which I trust you 
will answer in your next publication. 

“If a corporation operating a plant of forty (40) separate departments, 
and the aggregate overhead charge averages 100 per cent, in figuring on 
a quotation which requires several operations, in as many different de- 
partments, where the individual overhead charges are 35, 65, 125 and 
300 per cent, should each departmental overhead be added to the direct 
labor cost in that department, or should an average be struck for the 
four departments and added to the total direct labor charges, or would 
you use the flat overhead of 100 per cent? 

“Thanking you in I 

“Very truly yours, 
“J. O. WruiaMson.” 


“New Britain, Conn. 


ANSWER 


As has been already said in this department, comparative averages 
cannot be relied on, unless the conditions are virtually the same. Where 
the products of a factory pass through several departments on the way 
to completion, the relation of overhead expense to the direct labor in 
each department may remain constant, and for the sake of argument, 
it may be assumed that this will be the case. If the factory is making 
only one class of goods that are all alike, a very accurate average can 
be determined upon, which will be sufficient for all practical purposes. 
Such a factory would hardly have as many as forty departments. It 
must be assumed that the one in question is making a great variety of 
goods, and that it is next to impossible that each class of the output shall 
employ the same relativé amount of direct labor in each and every de- 
partment that every other class does. But since the basis of calculation 
of the overhead expense is the direct labor, any variation in its relative 
proportions will correspondingly change the proportions of the depart- 
mental overhead and therefore the average of the total overhead expense. 

The total of the overhead charges for the four departments quoted is 
525, an average of 131%. In the case of an article that requires an 
equal value of direct labor in each department, this average will hold 
for any number of those same articles, thus: 


Dep’t. A, Labor 4.00, Overhead per cent 35, Amount ne 
“ “ “ “ q “ 2. 


, 4.00, “ “ 5 “ 
& “4,00, 125, 
16.00 Average per-cent 131% “ $21.00 
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Dividing $21.00 by 16, we find, of course, that the total overhead is 
131% per cent of the labor. This result will not be changed however 
large or small the labor charge may be, provided it remains the same 
in all departments. But if there is a serious change in the relative amounts 
paid for direct labor in the four departments, the average of 13144 may be 
far from correct. If the labor cost is doubled in department D alone, 
it will make an entirely different percentage, thus: 


Dep't. ‘. Labor 4.00 Overhead per cent 35 Amount $1.40 


, 4.00 65 
“ 4.00 “ 125 “ 5.00 
“ D, “ 8.00 “ “ 300 24.00 
20.00 Average per cent 131% se $33.00 


Dividing $33.00 by 20, we find an average overhead percentage of 165, 
which will be the same whatever the labor cost, provided the relative 
proportions of one, one, one and two prevail in the respective depart- 
ments. 

Reliance on averages when there is no certainty that the conditions 
on which they are based are themselves reliable is apt to lead to as 
great a departure from the truth, as a certain awkward squad of 
recruits once made from a straight line of march. The sergeant had 
instructed the file closer to keep the flag staff in the middle of the 
parade ground always in line with some object beyond it. The line of 
march was a decided curve, which was explained when it was dis- 
covered that the second object chosen was a man walking across the 
further side of the parade ground. It is always necessary to know that 
our bases of comparison are at least moderately stable before we can 
depend on any general results. 

The only safe way is to calculate the overhead expense in each de- 
partment on each class of article, and even then it must be remembered 
that, since much of the overhead is constant, whatever the volume of 
business, the percentage to direct labor, which varies with the quantity 
made, will be reduced in each department with an increase of output, 
and will be increased with a reduction of output. 

The following letter is apropos to this subject and brings out very 
clearly and forcibly the fallacy of relying on averages where the condi- 
tions sre not the same: 


“New York. 
“Dear Sir: 

“In his recent article on ‘Averages’ Mr. Seymour Walton, C. P. A., 
gives practical information of a kind that seldom appears in accountancy 
literature. The writer does not remember having seen the subject treated 
before except in statistical works and periodicals. 

“An understanding of its fundamental principles, is, nevertheless, often 
essential to correct accounting practice. 

“Even in the statement in percentage form of the figures contained in 
a simple trading and profit and loss account, a method very frequently 
employed by accountants to simplify the figures of an account and make 
them more easily understood—the fact that such percentages are aver- 
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ages is often lost sight of. No doubt this oversight not infrequently 
causes errors of judgment. Opinions and decisions are founded upon 
what seem to be facts shown by the percentage items, whereas, a closer 
ee would have shown that the latter were not universally ap- 
plicable. 

“Moreover, when accounts are presented in the comparative form of 
related percentages in different periods, an imperfect understanding of 
the nature and uses thereof is especially likely to lead to misunderstanding 
and faulty conclusions. 

“In order to exhibit in an elementary way a few of the principles in- 
volved and to induce those unfamiliar with the subject to devote some 
attention to it, the following summarized comparative trading and profit 
and loss account, with relative percentages, has been prepared: 


Comparative Trading and Profit and Loss Account 


of 1916 1915 || rota 
sales sales sales 
Goods sold 100.00}! 100,000/00 100.00!! 150,000;00'! 100.00/| 250,000) 
A) Cost of goods sold 70.00}; 70,000 80.00}| 120,000|00); 76.00)| 190,000 
Gross profit 30.00|| 30,000,00}| 20,00)| 30,000|00|| 24.00|| 60,000}00 
(B) Totalse 
C) Total tion 


10.00}| 10,000:00 6.66'| 10,000)0 8.00}} 20,000/00 
5.00 00 3.34} 5,000/¢ 4.00|} 10,000j/00 


Total expenses |} 15.00 | 15,000|00]| 10.00|] 15,000|00}) 12.00|| 30,000)00 
(D) Net operating profit}! 15.00) 15,000/00/! 10.00/! 15,000\00|! 12.00|} 30,000/00 


5,000 


“The first point to note in connection with the trading account is 
that it is equational in form. The sum of the elements on the debit 
side of the accounts, A, B, C, and D, equals the amount of the credit item 
E. The percentage items, of course, have the same relation to each other 
as the basic figures expressed in dollars, and therefore appear also as 
an equation. 

‘The oe my form arises from the fact that the trading statement 
is prepared on the principle of double entry and is usually extracted from 
books kept upon that principle. 

“As a consequence of the employment of this form, any changes made 
in the figures of any element of the account must be offset by changes of 
equal amount in some other element on either or both sides of the 
account in order to maintain the equation. 

“The percentages are usually calculated by taking some one element 
of the account as a basis; the total net sales for the period is a common 
base. Consequently, any changes in this basic figure alter the ee 4 
relations of the pe i elements of the account to the same extent as the 
change in the base. In brief, changes in the figures expressed in dollars 
on either side of the account affect the relative percentage amounts. 

“This may be seen in the illustrative account, wherein the total ex- 
pane in 1916 although exactly the same in amount as those in 1915, 

ave increased from 10 per cent of the sales to 15 per cent thereof, an 
increase of expenses of 50 per cent, apparently, in one year. 

“This apparent increase is, however, merely a relative increase due 
to the increased amount of sales. If the percentages were calculated on 
the cost of goods sold the relative increase in percentage would be still 
greater. 
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“The necessity of bearing in mind that the percentage figures com- 

d on the basis of the accumulated figures of a period are average 

res, is very clearly seen when the percentages of one period are applied 
to bases of a similar kind in other periods. 

“Referring again, for example, to the percentage of total expenses to 
the net sales in 1915, namely, 10 per cent and using the net sales durin 
1916 as a basis, it is found that the actual percentage in the latter year o 
total expenses to sales is no less than 50 per cent more than if it had 
been calculated upon the percentage of the previous year. 

“Variations of this nature would be still more noticeable if computed 
over shorter periods say, monthly or quarterly, as neither expenses nor 
sales generally accrue regularly throughout a fiscal period. 

“It is evident, then, that estimates or forecasts based on percentages 
or averages may be very untrustworthy unless all the conditions and cir- 
cumstances in which the transactions took place are taken into considera- 
tion. 

“Yours truly, 
“We. W. C. P. A.” 


One more letter deserves attention on account of the very prevalent 
confusion that exists in many minds in regard to the principles involved: 


“Billings, Mont. 


Sir: 

“In accordance with your suggestion for JouRNAL readers to send in 
problems arising in their own experience, I enclose the following: 

“A, B and form a partnership to carry on a business. A and B 
have no money nor property to invest. C has, say, $15,000 cash, sufficient 
to buy goods and start the business going. It is agreed that each partner 
is to have one-third interest in the business. C lends the $15,000 to the 
og and all of them (A, B and C) sign a note for $15,000 to the 
order of (payee), which C holds. It is further agreed that C is to 
be repaid his $15,000, by receiving three-fourths of the annual profits 
before A and B are entitled to any profits. A and B to receive the other 
one-fourth. C is also to receive 8 per cent interest on the full amount 
of the note. Assuming that there are sufficient profits to pay the note 
in full, and that the note is accordingly paid, how do the partners stand? 
The business is continued. 

“This is an actual case that came before me a year ago. 

“Of course, one might criticize the parties, and say that they should 
have done things a little differently. But that is not the point. The 
fact is they did things just as I have stated above, and the question must 
be solved, not from what they should have done, but from what they 
actually did. 

“The point which interests me is: Has C any interest in the business 
when the note is paid? The possibility of C’s ultimate elimination from 
the business never occurred to any of the partners, nor to their attorney. 
‘It appears to me that the whole transaction is predicated upon the loan 
of $15,000, evidenced by the promissory note for that amount. If A, B 
and C had each contributed $5,000, the division of the profits would have 
been equal (one-third to each). But C puts up the full amount, which 
includes $10,000 for A and B. A and B then proceed to establish their 
capital interest, by depriving themselves of the difference between _one- 
third and one-eighth of the profits, and paying that difference to C. C 
also receives the interest on the note, as previously stated, which of course 
includes interest on his own one-third of the total investment. It would 
be proper for C to receive back $10,000 as due from A and B, but if he 
exceeds this amount, and receives the full $15,000, has he not been paid 
back all of the capital which he invested, and in consequence, would not 
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his financial interest, as a partner, cease? In other words, if he is to 
continue with a one-third capital interest, can it be upon 
other than bonus? It is important to know this, in order to show who 
are the pr aneee of the business. 

“I would like to know what JourNAL readers think of this. 


“Yours very truly, 
“Gro. T. Watts.” 
ANSWER 


The apparent confusion in this case arises from a wrong use of lan- 
guage. C does not receive three-fourths of the profits in payment of 
his note, as the problem states. He receives three-fourths of the money 
previded by the profits, which is a very different proposition. A and B 
are to receive the other fourth, that is, they are allowed to draw the 
other fourth, but must leave their share of the three-fourths in the busi- 
ness, so that it may be paid to C. It is exactly the same with C. He must 
leave $5,000.00 of his profits in the business to provide for his share 
of the note, and he can draw in cash the same amount as A and B each 
do. 

The mistake of mixing accounting principles with financial considera- 
tions has already been pointed out in this department. The division of the 
profits and the resultant accumulation of capital in the accounts of A, B 
and C have not the remotest relation to the payment of the note held by 
C. In fact, the possession of the note by C has nothing to do with the 
matter. The money might just as well have been borrowed from X, Y 
or Z. The firm owes the note, they do not owe C. On the other hand, 
C is just as much a member of the firm as are the other two, and has 
exactly the same rights to his share of the profits, except that he ap- 
parently has waived the right to draw any of them out in cash. 

Looking at the accounting principles only, it is plain that A, B and C 
have entered into an equal partnership, and that neither of them has paid ~ 
in any capital. To provide the money with which to carry on the business, 
they have borrowed $15,000.00 from some one—from whom is entirely im- 
material, since they all signed the note. To provide for the payment of 
the note, they have agreed to leave all their profits in the business, except 
one-eighth each that A and B are entitled to draw out. When their 
combined accumulations of profits in their capital accounts amount to 
$15,000.00, the note will have been repaid to the holder of it, whoever 
he may happen to be, and their capital accounts will not be affected by 
the payment. To say that, because C is said to receive three-fourths of 
the profits in payment, it means that the profits are to be charged with 
the payment of the note is so plain a confusion of accounting principles 
with financial transactions as hardly to need explanation. There is a 
very prevalent idea, however, among those who do not analyze very 
closely that in some way the payment of a legitimate recorded debt de- 
creases the net worth of the payer. In this case, C does not receive 
three-quarters of the profits in payment of his note, but he does receive 
three-quarters of the money provided by the profits. As each of the 
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partners has an equal interest, each one must receive credit for one-third 
of the net profits in his capital account. Whether he then draws part of 
it out or not is entirely a matter of financial arrangement between the 
partners, and has nothing to do with the accounting principle that in an 
equal partnership, each partner must be credited with an equal share 
of the profits. 

In this case it is necessary that the accumulated profits shall have 
amounted to $20,000.00 in addition to the interest on the note, before the 
note can be paid. To avoid complications, we will assume that the in- 
terest has been paid and that the books have been closed as far as the 
operating accounts are concerned, but that no division of profits has been 
made among the partners. Also that no partial payments have been 
made on the note, and that the money is on hand to pay the note. The 
books would then show the following condition: 


20,000.00 


$35,000.00 $35,000.00 


At this point it would require a more expert juggler of figures than 
the editor of this department professes to be to pay the note out of 
profits in the sense of charging it to profit and loss. It would be a 
little difficult to find a credit to offset that debit. Of course, what would 
be done would be to debit notes payable and credit cash, when the money 
was paid. Profit and loss would then be closed out into the partners’ 
capital accounts by this entry 


and then to close the drawing accounts: 
2,500.00 
which would result in the following condition: 
Sundry assets .......... A, $ 4,166.67 
6,666.66 


$15,000.00 $15,000.00 
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If C claimed that his having only a third interest in the business meant 

that each of the other’s capital should be equal to his, and A and B 
ecould not pay in enough to make up the amounts, they would have had 
to wait until they had accumulated $24,000.00 of profits, of which A and B 
would have drawn one-eighth, or $3,000.00 each. To equalize, C would 
also have to draw the same amount. The net balance of each would then 
be $5,000.00, which would have provided the money with which to pay 
the note. 

So much space would not have been given to this very simple proposi- 
tion, if it had not been for the fact that it is an excellent example of the 
faulty reasoning of those who insist upon completely identifying a busi- 
ness with the man who finances it. Our correspondent says: “But C puts 
up the full amount, which includes $10,000.00 for A and B.” C did nothing 
of the kind. What he did do was to lend $15,000.00 to the firm of which 
he was a member. If he had put up the capital for A and B, he would 
have lent each of them $5,000.00, or the two jointly $10,000.00, taking 
their notes therefor. A and B would place the money to the credit of 
their capital accounts, and as far as the books of the business are con- 
cerned, there would be no record of the notes at all. Of course, C 
would have had to pay in the other $5,000.00 to the credit of his own 
capital account. A and B would have had to pay the interest on their 
notes to C and would also have had to use three-fourths of their credits 
for profits by drawing out the money and paying it to C, while C himself 
would have drawn out all his profits in money to repay his own capital 
out of the three-fourths of his profits and to offset the one-fourth each 
drawn by A and B. The result would have been the same in the final 
outcome, but it would have been reached in an entirely different manner . 
from that stated in the problem. 

The whole difficulty disappears if we can once bring ourselves to realize 
that C, in lending the money to the business, is in an accounting sense 
distinct from C, the man who has a one-third interest in the business, 
and also that it is possible for C, the partner in the firm, to owe C, the 
man that lends the money. In other words, a man may act in a dual 
capacity and in one of those capacities can owe himself in the other 
capacity. The sooner accountants learn that fundamental truth, the 
sooner they will begin to think clearly in regard to such points as are 
involved in this question. 


THe Last Worp on CAPITAL AS A LIABILITY 


Mr. C. M. Van Cleve has written a rejoinder to the article in the 
October number, which is too long to quote in full in the space at the 
disposal of this department. At the risk of wearing out the patience 
of the reader, the salient points only will be briefly discussed. 

In answer to the question “If the credit in A’s capital account on the 
books of A & Co. is not a liability of A & Co., what is it?” he says, “It 
is a part of the net capital of the firm, a part of the excess of assets over 
liabilities.” 
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If this means anything more than that A’s capital account is A’s 
capital account, I confess that I fail to see it. 

He goes on to say: “In his argument Mr. Walton ignores the distinc- 
tion between investing in the business of a firm and lending to the firm; 
that is to say, he ignores the distinction between a contribution and a 
loan. A party who receives a loan is under obligation to repay it, but 
a party who receives a contribution is not under obligation to repay it 
and therefore does not incur any liability. If A lends money to the firm 
of A & Co. the operation does not change the net capital of the firm. Its 
assets are increased but its liabilities are also increased to the same extent. 
But if A contributes money to the firm of A & Co. the operation does 
change the net capital of the firm; its assets are increased, while there is 
no corresponding increase of liability.” 

Mr. Van Cleve then goes on to say that it is a mon-sequitur to claim 
that because every debit must have a credit every asset must be represented 
by a liability. “The doctrine of equal assets and liabilities is self-evidently 
false.” After a long discussion of this statement, he clinches the matter 
by saying, “Everybody knows that in most cases there are credit items 
on the balance sheet which instead of representing liability represent net 
capital, and that in some cases there are debit items which instead of 
representing asset represent negative net capital, that is to say, deficit.” 
This is purely and simply begging the question. If capital represents a 
liability to the proprietor, and deficit represents a debt due by the proprie- 
tor, as many of us claim, his statement that everybody knows the contrary 
fails to be convincing. His bringing in the deficit is peculiarly unfor- 
tunate for him, because in an individual or partnership business it is 
unquestionably a debt due by the proprietor to the business. If you do 
not believe it, ask the creditors, who will not hesitate to claim that the 
proprietor owes the business that much money, and what is more, they 
will make him pay it, if they can. If negative capital is a debt due by 
the proprietor, positive capital is certainly a debt due to him. 

Again, A, B and C are a firm in which A has $10,000.00, to the credit 
of that mysterious account which is neither an asset nor a liability, but 
that nondescript thing called capital, which is “neither fish, flesh, fowl, 
nor good red herring.” He decides to withdraw and let B and C con- 
tinue the business. The $10,000.00 must be transferred to the credit of 
his personal account. In the twinkling of an eye that which was no liability 
becomes a most undoubted one, and no one can find any argument to 
prove that it was not always a liability, except the bare statement that it 
was not, unsupported by any real argument whatever. 

As to the statement that a party who receives a contribution is not 
under obligation to repay it and therefore does not incur any liability, it 
simply is not true. Of course, there is no question here of contributions 
to benevolent objects, which are gifts and not business investments. If 
A contributes his $10,000.00 to the partnership, the life of which is fixed 
at five years, and at the end of that time B and C elect to go on with 
the business, if there is no liability of $10,000.00 to A, and a liability that 
must be paid out of the business, it is time we revised our ideas about 
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the settlemnent of partnership affairs. In ordinary circumstances there 
would be no liability calling for present payment during the five years. 
But neither would there be if A had lent the firm $10,000.00 on a note 
due five years after date. Because A could not demand payment on the 
note during the five years, it is no less a liability during all that tire, 
and would certainly be shown as such on the books. If A thought t‘at 
when he was asked to make a contribution to the capital of the firm there 
would never be any liability on the part of any one to repay him, he would 
probably have decided to put his money into a less anomalous position. 

Mr. Van Cleve attempts to answer some questions by Professor Dun- 
can, but he does so by merely making statements of his own opinions, with- 
out the faintest glimmer of an argument to support them. To get around 
the necessity of calling one side of a balance sheet liabilities, he suggests 
that we call one side active and the other passive. Imagine the blank 
look on the faces of an ordinary board of directors, when they are told 
that one set of accounts is active and the other passive. 

In his turn Mr. Van Cleve asks questions. 

1. When you speak of the assets and liabilities of the business, do you 
not know that you are violating the laws of rational speech, that you are 
using relative terms from a reversible standpoint? 

I do not know anything of the kind, and I have given some very good 
reasons why I am not doing so; reasons which have met only with a 
statement that I am wrong, but with not one single argument to prove it. 

2. When you use the word liability to mean both liability of the pro- 
prietor and liability to the proprietor, do you not know that you are using 
one and the same word to mean both liability and asset? 

I never used any such expression in that way. The capital is a liability 
to the proprietor on the books of the firm or business. It is an asset 
only on the proprietor’s personal books. I have shown why. No one has 
yet successfully contradicted me. 

3. Do you not admit that the balance sheet contains items representing 
asset, items representing liability and items representing the difference 
between the two? 

If you will precede the word liability with “outside,” yes, and the dif- 
ference is the liability to.the proprietor. By the way, why do we speak 
of the outside liabilities of a business, if capital is not recognized as a 
liability ? 

4. If you admit that there are three classes of items, can you offer any 
valid reason why they should not be separated on the balance sheet? 

Confining the question to liabilities, they are separated on the balance 
sheet, into current, fixed, and capital liabilities. The classification is 
based on differences in degree and not at all on differences in essence as 
liabilities. A liability is something for the payment of which the business 
is liable—for its current liabilities in a very short time, for its fixed 
liabilities when they become due, for it capital liabilities when the busi- 
ness is wound up. That is all there is to it. 

The readers of this department are probably heartily tired of this 
discussion. The case is now before them and they must form their own 
conclusions. 
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ACCOUNTING PRACTICE AND PROCEDURE. By Artuur Lowes 
Dickinson. New York, The Ronald Press Company, 1914. $3-50, 
half leather, postpaid. 

This work consists of a series of discussions dealing with various phases 
of accounting. It is perhaps all the more interesting because it does not 
furnish a complete manual of the subject, but deals with particular prob- 
lems, which the author has encountered in his long practice, many of them 
not discussed in any other volume on accounting. It contains a somewhat 
cursory, and perhaps unnecessary, introductory chapter on bookkeeping, 
an extended discussion of the form and content of the balance sheet, and 
chapters dealing respectively with repairs and depreciation, some problems 
of corporation accounting, cost accounting and the duties of the public 
accountant. 

The most considerable part of the work is the four chapters dealing 
with the balance sheet. In these the author describes the general form 
and arrangement of the balance sheet, and discusses seriatim the various 
items appearing therein; following somewhat the form, though not the 
treatment, adopted by most writers since the first edition of Dicksee’s 
Auditing. Mr. Dickinson makes some well founded criticisms of the form 
of balance sheet prescribed by the interstate commerce commission, and 
presents an elaborate form, applicable, with due modifications, to any 
business enterprise. It is to be regretted that he hesitated to take the 
logical step of recommending that on the credit side of the balance sheet 
there should first appear the liabilities, the capital and surplus coming later. 
He recognizes that such an arrangement is theoretically preferable, but 
retains the conventional form in which the first item on the credit side is 
capital stock. He claims for the conventional form an advantage in that 
it brings the capital liabilities directly opposite the fixed assets. But this 
can equally be secured by taking the logical and easy step of reversing the 
sequence of items, so that both assets and liabilities begin with the most 
current items. Montgomery, in his Auditing, takes a stand in favor of the 
improved arrangement. It is regrettable that Mr. Dickinson’s adherence 
to convention, as against what he admits to be theoretically more correct, 
has prevented an agreement between these two high authorities. 

Features of this portion of the book particularly to be commended are: 
the discussion of the treatment of profits earned by subsidiary companies 
whose securities are held for purpose of control; the admirable state- 
ment of the reasons for taking the lower of cost and market value of cur- 
rent assets, and the interesting discussion of the valuation of seasonal 
material. Question may, however, be raised in regard to certain minor 
details. Is it true that a change in the value of an investment 
of reserve necessarily affects only the reserve? Is a _ distinc- 
tion between working and current assets, based on whether 
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they form an integral part of the product, a logical one? One 
cannot well differentiate between the three substances, coal, limestone, 
and ore, even though only one of the elements comes forth in the ultimate 
product, steel. Similarly it seems a crudely materialistic view which 
draws any real distinction between the raw cotton and the coal for 
fuel, both of which are equally essential to the production of cotton goods. 
Granting that in some cases the discount on bonds purchased represents 
a low standard of security, and that the risk thus acknowledged prevents 
the application of the amortization principle (p. 118), is this any more 
the case where the bonds are issued at a discount than where they are 
sold at par, but at a rate higher than the normal one? There is no 
logical distinction between issuing a six per cent bond at a discount suffi- 
cient to make the net rate seven per cent and issuing a seven per cent 
bond at par. Each may represent the fact that the security is uncer- 
tain, and this uncertainty results in a higher interest basis. If a special 
reserve is required for the discounted bond, there should equally be a 
reserve covering part of the excessive interest received with each coupon 
of the seven per cent bond. And, finally, the charging off of discount 
in proportion to the amount of outstanding bonds happens, in the par- 
ticular case given by the author, to produce the same results as are ob- 
tained by the correct apportionment of the effective interest (p. 140). 
But this depends on the particular figures used, and is not a general 
rule. This is easily seen by applying it to a block of bonds, all of which 
mature at the same time. By the exact method the amount to be written 
off the first year would be materially less than the amount to be written 
off in the twentieth year. But writing off in proportion to the amount 
of outstanding bonds would result in an equal amortization in each of 
the twenty years. It is probably merely a slip which causes the text to 
say (p. 115) that the accrued interest does not enter into the present value 
of an interest bearing note, although it does so enter where the note 
bears no interest, but has been discounted. 

In some respects the chapter on the profit and loss account is the most 
interesting in the entire book. It is especially gratifying to have the ac- 
countant consider the legal problems involved, and the author’s attempt 
to solve the inextricable muddle of the Lee series of cases is particularly 
valuable. But it may be questioned whether he has not unduly emphasized 
the doubt thrown on some of the earlier decisions by later cases. Par- 
ticularly is this so in regard to the question of the exhaustion of mines. 
It seems somewhat extreme to say, even though the statement agrees with 
Baumont Palmer, that the decision in the case of Lee v. Neuchatel As- 
phalte Company has been discredited. Whatever doubt may be raised 
by the decision in Bond v. Barrow Haematite Steel Company, a decision 
of the court of appeals in 1912, (re Crabtree, 106 L. T. R., 49) apparently 
recognizes that in mining companies dividends may be declared irrespec- 
tive of exhaustion of deposits. In the United States the courts of Cali- 
fornia, New York and New Jersey, coming down so late as 1907, support 
the same view. Difficult to accept also is the author’s statement that 
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there is a “consensus that dividends can only be paid out cf the surplus 
profits derived from the use of the capital of the company for those pur- 
poses for which the corporation was constituted.” Premiums received on 
the issue of shares are surely not such profits, yet the decision in Hilder 
v. Dexter makes such dividends legal. 

The chapter on depreciation is clear, sound and interesting. Particu- 
larly worthy of mention is the section on maintenance expenditures. In 
the following chapter the explanation of the consolidated balance sheet 
makes a valuable addition to accounting literature. 

The chapter on cost accounting is somewhat less satisfactory, es- 
pecially where the author wanders from the strict field of accounting to 
discuss economic theory. The revived form of the subsistence theory 
of wages, given by the author, neither arrives at an analysis of ultimate 
costs, nor does it make a consistent exposition of the employer’s ex- 
penses of production. One may consider either the exertion of the 
laborer or the expense of the employer as entering into the manufactur- 
ing process. The subsistence of the laborer is neither one nor the other. 

The author’s well-known views in regard to the exclusion of interest 
and rent from cost accounts may have certain merits in actual cost keep- 
ing. But the economic analysis by which he attempts to support his 
views is unsatisfactory. It is not the contractual feature which deter- 
mines whether a distributive share is a part of profits; and wages, as 
well as interest, may be considered a commutation of a share in the 
product. It is also difficult to reconcile the author’s statement that in- 
terest cannot enter into cost with his approval of charging to the con- 
struction account the interest actually paid out during construction. 
Perhaps he would frankly admit the inconsistency, but justify it on 
grounds of practical expediency. In this connection it is interesting to re- 
call a statement made by the author at the St. Louis convention of 1904, 
that property acquired in exchange for bonds may be presumed to be 
worth the par value of the bonds. But this implies, where the property 
is not really worth the par value of the bonds, that the discount has been 
charged to the construction account. In the present work, the charging 
of discount to capital is properly condemned. 

The most interesting feature of accounting is that there are so many 
points still open to discussion. It would be unfortunate if the dispro- 
portionate reference, in this review, to some such matters, should be 
construed as questioning the value of the treatise. For every point 
questioned there are scores which are to be approved for soundness of 
theory, clearness of expression, and originality of treatment. The sub- 
ject has been handled with a breadth too often lacking in works on ac- 
counting. The book is searching in analysis, rich with material gained 
in a long professional career, clever in exposition, one which neither 
student nor practitioner can afford to omit from his library. 

Henry Rann 

The University of California. 
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C.P.A. AUDITING QUESTIONS. By H. C. Bentizty. The Ronald 

Press Co., New York, 1914. $2.00, cloth, prepaid. 

The book contains, arranged by states, seven hundred and five original 
questions selected by the author out of a total of 1,353 available ques- 
tions given by eighteen states in one hundred and twelve examinations on 
the subject of auditing only. The questions omitted comprise duplications. 
There are no answers to the questions. These the author intends to 
give in a volume to be published later. 

There is, therefore, nothing to be said about the book except to call 
attention to some of the conclusions mentioned by the author in his 
preface. He shows that 48% of the questions are duplications and comes 
to the conclusion that, from his knowledge, these questions thoroughly 
cover the entire field of auditing, and shows the fairness of the average 
examination to the candidates in the following words: 


“It would seem that any man who can answer 70 per cent of the 
questions included in this volume deserves a C.P.A. degree, in so far 
as his knowledge of auditing is concerned, and examiners who include 
in their sets of questions 50 per cent or more of those that have been 
asked heretofore are giving the candidates a fair chance to profit by study- 
ing precedents.” 


It should, however, be considered that this statement is beside the 
practical result, because any student, by using Mr. Bentley’s work, can 
cram and thus be sure of getting a very high mark on 50% of the ques- 
tions set by any C.P.A. board of examiners and, as the passing mark is 
70, needs but 20% more, or need answer only two out of every five 
questions not covered by this book. In other words, this cramming 
has resulted in the gaining of a knowledge by the candidate where he 
runs a chance of five to one in his favor to pass an examination in 
auditing. It certainly does show how easy it is nowadays to cram 
for a C.P.A. examination. 

The author points out that the questions which he reproduces cover 
thirty specific lines of business and that C.P.A. questions should not deal 
with any but those which will test a knowledge of fundamental principles, 
ability to reason logically and a knowledge to carry out intelligently the 
sort of work which a man with practical experience is required to do. 
Yet in his preface he forgets to support the examiner who, with the pos- 
sibility of cramming, as set forth above, needs an additional safeguard 
in the propounding of questions in the auditing of specific lines of 
business, in order to find out whether the candidate’s proficiency is the 
product of cramming or of general study and experience. The candidate 
may not be able to set forth the correct answer to these specialized ques- 
tions, but the examiner will be able to judge properly from the replies the 
candidate’s ability even if the result be inaccurate. Of course Mr. Bent- 
ley, having been a teacher for so many years, naturally sponsors the cause 
of the candidate. 

Joun B. GerysBeex. 
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THE SCIENCE AND PRACTICE OF MANAGEMENT. By A. 
Hamiiton The Engineering Magazine Company, New 
York, 1914. 

It is safe to say that business men—particularly manufacturers—have 
become very weary of the overproduction of literature on so-called Effi- 
ciency and Scientific Management. Dozens of other titles have been given 
to the expression of the ideas of many men whose most outstanding 
claim to notice is found, upon examination, to rest upon their own 
failure ever to have accomplished efficiently anything worth while, or to 
have “managed” anything in such a way as to warrant them in expound- 
ing a “science” worthy of consideration if based on their own ex- 
perience. 

The work of Mr. Frederick W. Taylor on Shop Management issued 
in 1903, and the later expressions of Mr. Harrington Emerson in empha- 
sizing the human element in the efficiency problem led to an avalanche 
of volumes and essays by amateurs, which actually converted a portion 
of the business world for a time to the idea that some wonderful, new 
and potent instrument for reaching absolute perfection had been dis- 
covered. As a matter of fact, no absolutely new developments worthy 
of note have been produced in the past ten years. In the enthusiasm of 
the patent medicine consumer, the manufacturer’s rush to apply the 
nostrum of amateurs’ disconnected ideas has caused him to overlook the 
necessity of constructing the conditions insuring successful application. 

Nevertheless, the literature on scientific management offers some 
noteworthy and excellent works, in spite of this criticism—works which 
have led to at least some modification of ideals in men whose point of 
view is of vast importance in making possible a greater human productive 
efficiency in thousands who may be subject to their management. 

Secretary Redfield, in his New Industrial Day (The Century Com- 
pany, New York, 1913) devotes a chapter to “Scientific spirit in man- 
agement.” He says: “There has not yet been established a science of 
management. And yet, if a science were ever needed, meaning definite 
principles based on exact knowledge of facts, it is in this very matter 
of management.” 

The author of the work under review, Mr. A. Hamilton Church, is 
well known as a writer on subjects of great interest to public account- 
ants. His Production Factors in Works Management and Cost Ac- 
counting and The Proper Distribution of Expense Burden have been 
read and appreciated by every public accountant who tries to keep up 
with the progress, development and expansion of the profession. Mr. 
Church by training and experience is eminently well fitted to contribute 
to the establishment of that science of management, i.e., definite principles 
based on exact knowledge of facts—the lack of which Mr. Redfield 
deplores. 

Mr. Church was born near London, England, of American parent- 
age. He entered the service of the National Telephone Company after 
a liberal education, and later became technical expert and works manager 
in an electrical manufacturing business. For seven years he was Euro- 
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pean manager of the Engineering Magazine Company, and was as- 
sociated with the pioneer work of the late J. Slater Lewis, author of 
The Commercial Organization of Factories. Mr. Church has made a 
special and applied practical study of factory organization and manu- 
facturing efficiency for the past fifteen years. 

His present work, The Science and Practice of Management is a 
distinct step forward in the expression and elucidation of those definite 
principles based on exact knowledge of facts upon which the science 
must rest. ; 

The book is divided into three main parts: 

1. The science of management. 

2. Practical organization of the organic functions. 

3. Appendices dealing with the labor question, expense burden in re- 
lation to piece work, premiums and bonus plans, etc., axioms 
of management, etc., etc. 

The problem of management is broadly stated to consist in the prac- 
tical application of two great intellectual processes—analysis and synthesis. 
In proportion as analysis is keen and correct and synthesis is sure and 
unerring, so will be the resulting efficiency. In a manufacturing industry 
the objective, production, is realized by the syntheses of five organic 
functions—design, equipment, control, comparison and operation. 

The regulative principles of the organic functions are exhaustively 
treated and summarized in the “Laws of effort,” thus: 

1. Experience must be systematically accumulated, standardized and. 

applied. 
2. Effort must be economically regulated: 
2a. It must be divided. 
2b. It must be co-ordinated. 
2c. It must be conserved. 
2d. It must be remunerated. 
3. Personal effectiveness must be promoted: 
3a. Good physical conditions and environment must be main- 
tained. 

3b. The vocation, task or duty should be analyzed to determine 
the special human faculty concerned. 

3c. Tests should be applied to determine in what degree candi- 
dates possess special faculty. 

3d. Habit should be formed on standarized bases, old or new. 

3e. Esprit de corps must be fostered. 

3f. Incentive must be proportioned to effort expected. 

Efficiency in production is said to be dependent on successful synthesis 
of functional activity. “Laws of effort” point out what has to be done 
as regards each function, but these laws do not apply themselves. They 
are only successfully applied by the “synthetic influence of a strong 
personality.” In these days of machine-made rules and systems advocated 
and expounded by hungry amateurs, it is refreshing to find a man with 
Mr. Church’s knowledge and experience seeking his final reliance for 
efficiency in the “influence of a strong personality.” “Above all, leader- 
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ship is necessary to efficiency,” he says. The “science of management” 
cannot produce managers any more than military science can produce 
generals. The great leader is, after all, born, not made. 

In part II of the book an illustration is given in considerable detail 
of the practical organizing of the organic functions in machine manu- 
facture, as an example, representing what is probably one of the most 
complex of industries. 

Executive success is said to depend on three elements: 

1. Recognition of what facts are truly significant. 

2. Accurate record and convenient presentation of these facts. 

3. Judicious action based on a study of the facts. 

Executive success is therefore largely dependent on the function 
of comparison. 

The appendices on the labor question deal with the present tendencies 
in the determination of what is a fair share of profits by capital and 
labor and the various methods adopted to adjudicate this by sliding scales 
of wages, profit-sharing schemes, etc. 

The axioms of administration are briefly summarized thus: 

1. Skill can be transferred to, and embodied or stored in appliances. 

2. Interchangeability of parts is frequently desirable. 

3. Lower unit cost normally implies increased capacity for output. 

4. The amount of direct labor and of burden in unit cost, and not 

the ratio or percentage, is alone the test of efficiency. 

5. Capital is a factor in cost. 

Each of these is dealt with in a manner which will be found in- 
structive to the reader who is interested in the development of the 

science of management and particularly in its relation to the science of 
accounting. The book is a pronounced step forward along the trail 
blazed by Taylor and Emerson, and the work is one which will be widely 


read and approved. 
G. Coney, C. P.A. 
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Correspondence 
Should Accountants Advertise? 


Editor, The Journal of Accountancy: 

Sir: Having read the articles of Messrs. John A. Cooper, Edward E. 
Gore and E. G. Shorrock in the August issue and having listened to a 
lengthy debate upon the subject at the convention held in Boston last 
year, I desire to make the following remarks: 

There seems to be some confusion between “advertise” and “solicit”: 

Advertise means “to inform or notify.” 

Solicit means “to persuade, allure or entice.” 

I believe it is permissible, although not advisable, to advertise; how- 
ever do not encourage advertising because accountants are liable to use the 
commercial spirit when they advertise, which is nothing short of solicit- 
ing. Issuing educational pamphlets is permissible because they enlighten 
the public and at the same time prove to be of benefit to the public ac- 
countants, 

The practising accountants, if they desire to have the respect of the 
public at large, must execute their work feeling that they are protectors 
and benefactors. © 

My personal experience assures me that accountants who will make 
the preceding paragraph their golden rule need not advertise, solicit nor 
worry about their financial success. 

Yours truly, 
Joun A, Witt, C. P. A. 


One Reason Why the West Complains 


Editor, The Journal of Accountancy: 
Sir: The following letter, addressed to a number of local concerns, 
was recently called to my attention: 


“________. Co, 

“Kansas City, Mo. 
“Gentlemen: 

“Our Mr. A—— will be in your city for a few weeks beginning October 
2oth, making his headquarters at the B—— Hotel. He will be pleased 
to confer with you as to the nature and scope of the services rendered 
by our firm; and, as Mr. A—— is a recognized expert of high standing 
in his profession, we believe that you will wish to avail yourself of this 
opportunity of obtaining reliable advice regarding your business problems. 

“Yours very truly, 


This letter was sent out, not by the representative of an office appliance 
manufacturer or a fly-by-night audit company, but by a well known New 
York firm of accountants. If I am not mistaken, a member of this firm 
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has put himself on record as being opposed to advertising by individual! 
firms. This letter, it seems to me, is advertising of the most undignified 
and unprofessional kind. That such methods are adopted by quack 
doctors and peripatetic clairvoyants is not surprising: but that any mem- 
ber (especially a prominent member) of a dignified (?) profession should 
stoop to such practices is both surprising and discouraging to those of us 
who are trying to conduct ourselves in accordance with the avowed prin- 
ciples of the American Association. 

We have a number of fully qualified accountants in this vicinity, 
members of the American Association, who might be excused for re- 
senting the implication, contained in this and similar letters, that in 
order to secure the services of a competent accountant the business public 
of this benighted section must await the blatantly announced advent of 
eastern “experts.” 

Would not the profession of accountancy establish itself in public 
esteem much sooner if such methods were left to the quacks and beauty 
specialists ? 

Yours very truly, 
F. A. Smiru. 

Kansas City, October 31, 1914. 


Accountancy Education 


Editor, The Journal of Accountancy: 

Sir: In his article in the October JourNaL oF ACCOUNTANCY on Soule 
Scientific and Educational Problems of the Accountancy Profession Mr. 
John C. Duncan is apparently under the impression that his method of 
teaching system building is unique and original with him. While in no 
way aiming to detract from the value of his work and methods it seems 
only fair to other accountancy schools to point out that courses such as 
he outlines and founded on the very principles he enunciates so clearly 
have been in successful operation for a number of years past. 

As a concrete example, let him turn to page forty-seven of the New 
York University School of Commerce, Accounts and Finance Bulletin for 
1914-1915 and read the description of the course known as “accounting 
systems.” This course provides for the planning of a system; drawing 
and ruling forms to scale; installation, with proper instructions to em- 
ployees and adjustments of the system made necessary by unforeseen ob- 
stacles and complications. Further in the course the class, by means of 
committees, actually undertakes the devising, installation and supervision 
of a complete system for an active mercantile organization. Lack of space 
makes a full description of the course impossible but the foregoing will 
serve to show that Mr. Duncan is not alone in his appreciation of the 
importance of laboratory work in accountancy instruction and that his 
methods and principles are already in use in schools other than his 
own. 


Yours very truly, 
New York, October 26, 1914. Maurice E. Petovuser. 
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Accountants and the Public 


Editor, The Journal of Accountancy: 

Sir: I have read with much interest the addresses delivered by Mr. 
R. H. Montgomery and Mr. Charles G. DuBois before the annual con- 
vention of the American Association of Public Accountants, September 
15, 1914. 

I believe, speaking generally, that there can be little doubt of a whole 
hearted concurrence by the profession at large with the views set forth 
by these two gentlemen in such a scholarly and forceful manner. 

There is a single paragraph in each one of the addresses, however, 
upon which I should like to present a few further ideas which must, 
undoubtedly, have been in the minds of each of the speakers, but, on 
account of being so well known to them, were not dwelt upon with 
specific emphasis in the addresses. 

I refer, first, to that paragraph of Mr. Montgomery’s speech, appear- 
ing on page 243 of Ture Journal, as follows: “If I were to show the 
foregoing statement to bankers, I know that most of them would say: 
1. ‘Are you sure that your profession is equipped as to numbers and abil- 
ity to take the responsibility, moral and legal, of standing between bor- 
rowers and ourselves?’ 2. ‘Do you realize that we do not want to have a 
balance sheet copied from the borrowers’ books?’ 3. ‘We do not want 
a statement of assets valued by the borrowers with a comment by you 
that you are not valuers and that you assume no responsibility for values.’ 
4. ‘We do want someone of skill and courage who will not be afraid to 
restate a balance sheet, who will apply his experience to the valuations 
and who will give us a report on a borrower’s financial position which 
will be helpful and dependable as a basis of credit action,’” 

This paragraph has special value in my mind in reference to the book 
issued by the American Association of Public Accountants about August 
I, 1913, entitled The Influence of Accountants’ Certificates on Commercial 
Credit. 

In discussing question one let me state that I believe (and the high 
authorities of the association should know much better than anyone else) 
that our profession is equipped both as to numbers and ability to take 
care of the responsibility, moral and legal, of standing between bor- 
rowers and lenders. There can be no question that the profession as a 
whole realizes the import of question two to the letter, namely, that the 
lenders do not want balance sheets copied from the borrowers’ books. 
Question three, concerning the statement of assets valued by borrowers, 
accompanied by comment of the accountant that he is not a valuer, in 
nine cases out of ten really means that the accountant has not been 
permitted to value, for which reason he assumes no responsibility for 
such values. Question four, stating what the banker does want as to 
ability and integrity of accountants, is directly within his power to ob- 
tain. The whole trouble is that lenders, speaking generally, accept cer- 
tified statements through the hands of borrowers, and nearly all such 
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statements are certified to by accountants employed by, and responsible 
to, the borrowers. If question one is admitted to be answered properly 
herein, in the affirmative, and our profession is, as we believe it to be, 
equipped with numbers of practitioners willing and able to take legal and 
moral responsibility in this matter, the request of the lender that he select 
the accountant to do the work, issuing his orders direct to the accountant 
for the details to be inspected from which the borrower’s statement will 
be certified, and that this accountant so selected and directed by the lender 
shall report direct to him, and be solely responsible to him, there will be 
no difficulty in providing a proper answer to the lender’s second ques- 
tion. 

When lenders invariably dictate the employment of accountants of 


_ ability satisfactory to them question two will be answered and, obviously, 


questions three and four also. 


The difficulty in commercial audits, as experienced by the writer over 
a period of nearly ten years, has been that many concerns not only do 
not desire their assets to be valued by the accountant, but further abso- 
lutely prohibit any attempt at such valuation, on the theory, which has 
been stated more than once, that such valuation of the assets is none 
of their accountant’s business. If lenders will dictate the employment of 
accountant and specifically direct in their orders to him that a careful 
valuation of both assets and liabilities shall be made by the accountant, 
to be embodied as a part of the certification of the balance sheet, they 
certainly can and will get what they ask for, efficiently, when and if they 
require it and have the accountant paid for the labor involved. A number 
of large lenders have people in their permanent employ whom they use 
to make such financial investigations for them, under their direct orders, 
and these people, naturally, report direct to the lenders only, to whom they 
are solely responsible, without any thought or care concerning the point 
of view of the proposed borrower about the plan and scope of their work. 
There are numerous instances in which accountants of skill and courage 
are not thus free to restate values on balance sheets, applying their ex- 
perience to such valuations in order to report upon the borrower's financial 
position from the lender’s viewpoint. The fundamental requirement for 
efficient work by accountant, engineer, or anybody else employed in such 
financial investigations is that the operator shall be responsible solely to 
the lender and not to the borrower. 


When the gentlemen who have the granting of credits comprehend and 
act upon this viewpoint, questions such as those which Mr. Montgomery 
states in his address have been asked by bankers in great number will be 
answered; and they could have been answered by the bankers them- 
selves long ago. It is primarily a question of the source of authority 
and detailed instructions for the work, to whom sole responsibility is due 
by the accountant, engineer, or other practitioner, accompanied by a clear 
and concise statement ordering what must be done to accomplish the 
desires and provide the required information to the lender. 
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I can think of no clearer illustration of the idea I am trying to present 
on this matter, as I see it, than the plan employed by the bank commissioner 
in Massachusetts, under the law, where accountants are employed by the 
auditing committees of savings banks and trust companies to do the work 
necessary for a proper preparation of the annual return of these institutions 
to the bank commissioner. The accountant is selected and engaged by the 
auditing committees, subject to the final approval and issuance to him 
of a commission to do this work by the bank commissioner. Under this 
commission the accountant so selected is a subordinate of, and directly 
responsible to, the bank commissioner, and to him only, for the com- 
pleteness and accuracy of the work reported, although the several in- 
stitutions must pay the cost of this work and not the bank commissioner. 

If a similar plan be demanded and enforced by all lenders, that ac- 
countants certifying to borrowers’ statements shall be satisfactory to 
them (the lenders) and under their absolute control as to plan and scope 
of the work required, they can get all the things apparently desired by 
the four questions to which Mr. Montgomery refers, but in which, so 
far as has come to the writer’s knowledge, no effort has ever been made 
to assist accountants by having lenders provide them with positive 
orders as to what they do actually want and will not do without. When 
they are ready to act thus, as a unit, they will find the accountancy pro- 
fession only too willing and able to promote their desires and much 
needed ends. 

The paragraph to which I desire to draw your attention in Mr. 
DuBois’ address appears on page 255 of THe JourNAL, as follows: “In 
small towns and rural communities generally, a doctor of medicine must 
attend to any kind of a case. Nervous prostration, scarlet fever, and 
surgical operations are all part of the day’s work.” 


It has always been the writer’s idea, and he has heard it expressed 
by a number of others, than an accountant occupies a position analogous 
to that of a general practising doctor, the accountant’s field including, 
among other duties, the inspecting of accounts and business with a view 
to applying certain remedies if they appear needed. There is one funda- 
mental difference, however, between the country doctor referred to by 
Mr. DuBois and the accountant doctor as the latter exists in the mind of 
the writer. In the first example the country doctor is called to attend 
to any kind of a case and must cure it or lose his reputation as an able 
practitioner. The accountant doctor, however, in nine times out of ten 
is called upon to attend a case, coupled with the demand that he prescribe 
medicine, or remedies, which may be palatable to the patient-client, 
whether these may be efficacious or otherwise. Were the accountant 
always called in, as the country doctor is, for the sole purpose of cur- 
ing, unhampered, any difficulty existing in the patient, there would be as 
few cases of dissatisfaction with the work of public accountants as there 
are of the few medical practitioners of inferior quality. It has often oc- 
curred in the past experience of the writer that clients would state, upon 
the commencement of the work, their desire to know the whole truth 
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and nothing but the truth, as shown by facts reflected in and from their 
records; but cases where such clients did really want to know the whole 
truth when the facts were not favorable to themselves have been so few 
as to be conspicuous, and they always took exceptional pains to limit 
this knowledge to themselves. 

Any client-patient can get from accountants exactly what he desires, 
and ought to have, if he is willing to pay the cost of the legitimate work 
and time necessary to produce the proper results; but there are too 
many cases of unruly clients who will neither leave the accountant free 
to prescribe nor take any of the remedies prescribed by him. There 
is only one thing to do in such cases and that is for the accountant to 
state to the patient, just as the doctor would: “You will either take my 
remedies or I must refuse to handle the case,” because in the case of 
either the accountant or the doctor the practitioner’s reputation is obliged 
to suffer by persistent refusal to adopt the remedial measures prescribed. 

We should all hope and work for the result that clients may be able 
to procure the best talent in either the doctor or the accountant; but after 
having learned to select either specialist or general practitioner, they 
should be willing, invariably, to take the remedies necessary to effect cures. 

Yours very truly, 
Henry D. Love, 

Boston, October 27, 1914. 


Depreciation 


Editor, The Journal of Accountancy: p 

Sir: Our attention has been called by one of our clients to articles 
recently published in the Wall Street Journal stating that the United 
States Steel Corporation would be justified in making a large reduction 
in its charge for depreciation for the present financial year, in order that 
it might be able to maintain its rate of dividends, 

In the article of October 30, 1914, it even goes so far as to say, “The 
corporation as a result of its large unexpended balance on hand could 
ignore depreciation charges for a long period if it wished to do so.” 
The justification for such action appears to be because the charges for 
depreciation in the past have been unnecessarily large, in effect setting 
up a reserve. 

We would like to know the opinion of Tur JourNaL or ACCOUNTANCY 
as to the propriety of basing the charges for depreciation on prosperity 
or the reverse. It has been our understanding that a proper charge for 
depreciation is an element of cost, which while it may vary with the pro- 
duction or activity of the various plants, is almost entirely independent 
of the question of profit or loss, and should be figured on some uniform 
basis before the profits are ascertained; also that it is a very dangerous 
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plan to attempt to base the charges for depreciation on the profits, as 
it is liable to result in either an excessive or an inadequate charge. 
Some of our clients, for convenience in figuring monthly costs, use a 
rate for depreciation based on production. This distributes the cost more 
evenly between different plants and dull periods of the year, and does 
not show an excessive cost for product made when any plants are only 
working part of the time. This rate, however, is uniform throughout 
the year and fixed at a rate which it is assumed will give approximately 
a correct total charge for depreciation for the year, based on the value 
of the plants and is not subject to change on the financial result of the 
year’s operations. 
Yours truly, 
WricHT, MENDENHALL & WRIGHT. 
Kansas City, Mo., November 13, 1914. 


[The problem of depreciation is to distribute the aggregate loss from 
the exhaustion of the useful life over the term of that life as equitably 
as possible. There is wide room for argument as to whether the best 
measure for such distribution is time, use or possibly even profitable- 
ness. Accountants generally advocate substantial accuracy modified by 
conservatism rather than exact adherence to abstract theory as a basis 
for treatment of this element. While, therefore, they would not sanction 
a charge smaller than that based on time or use on the ground that the 
operations to date had been less profitable than was to be expected in the 
future, they will approve a charge in a company’s annual accounts greater 
than that based on time or use when profits are large and in such cases 
cannot in justice deny a corresponding relief in a later period when 
profits are less. As to the specific case of the United States Steel Cor- 
poration, it is generally understood that in some years its charges for 
depreciation were higher than were absolutely necessary and the auditors 
in their certificate as to operation for 1911 state that “having regard to 
the curtailment of operations during the year and to the amounts set aside 
in previous years, the provision made for depreciation and extinguishment 
is in our opinion fair and reasonable”—previous certificates having stated 
that the provision for depreciation and extinguishment was ample. A 
member of the firm which audits the United States Steel Corporation has 
expressed his views in a published work as follows ;—“Conservative 
policy would, under these circumstances, aim at ample provision in years 
of good profits, while maintaining the estimated minimum in hard times; 
such a policy builds up ample reserves which will often be useful in 
tiding over long periods of depression, and generally conserving and 
strengthening the business against unforeseen contingencies which may 
easily bring less conservative concerns to disaster. While a greater ap- 
proach to scientific accuracy in all such matters is much to be desired real 
safety lies rather in an ample provision than in a strictly accurate one.”— 
Editor, Tae Journat or AccounrTANCY.] 
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A man giving the name of Hood has been canvassing in New York, 
Rome, Albany, Pittsburgh and Cleveland offering THe JourNaAL or Ac- 
COUNTANCY at $1.50 per annum together with certain books on account- 
ancy. Since a notice to this effect was published in THE JourNAL oF 
AccouNTANCY the impostor has changed his name to William Byrnes and 
is now representing himself as an agent of New York University as well 
as a canvasser for THe JourNaL or AccounTANcy. If readers receive 
information relative to the whereabouts of this man they will confer a 
kindness by notifying the publishing office of THe JourNAL or Ac- 
countANcy. Chicago accountants will probably receive a call from the 
impostor in the near future as he seems to be working his way in that 
direction. 


The Incorporated Accountants’ Year Book, issued by the council of 
the Society of Incorporated Accountants and Auditors, is published for 
1914-1915. It contains the names of 2,170 members. Of these 2,086 are in 
England and Wales, 117 in Scotland, 66 in Ireland, and 441 in other British 
possessions and foreign countries. The society has district organizations 
in thirteen of the leading towns of the United Kingdom, and there are 
also branch societies of incorporated accountants in Scotland, Ireland, 
Australia, South Africa and Canada. 


Clinton H. Scovell & Company, certified public accountants, announce 
the opening of branch offices at 293 Bridge Street, Springfield, Mass., 
under the management of Frank L. Willis, C.P.A.; in New York in 
combination with Wright, Schooley & Morse in the Woolworth Building, 
under the management of A. J. Moyer, C.P.A.; and in Chicago at 72 
West Adams Street, under the management of Frederick S. Willett. 


The partnership of Bird & Carlson, certified public accountants, Phila- 
delphia, has been dissolved by mutual consent. Mr. Carlson has with- 
drawn from the firm and Mr. Bird will continue in practice at the old 
address, Land Title Building. 


It is announced that the name of the firm of Leslie & Company, char- 
tered accountants, of 128 Broadway, New York and Meigs Building, 
Bridgeport, Conn., has been changed and will hereafter be known as 
Leslie, Banks & Company. 


Hubert Reade & Company, chartered accountants, announce that they 
have removed their offices from 12 Royal Bank Building to 407-408 Quebec 
Bank Building, Portage Avenue, Winnipeg, Manitoba. 


Stratton & Ray announce that they have moved to new offices at 12 
Hogan Street, Jacksonville, Fla. 
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Three Books on Accounting 


Principles of Accounting 

Different from other books on the subject in that it is synthetic rather than 
analytic; different because it takes cognizance of economics as a basis for account- 
ing and recognizes the relation which accounting bears to law, finance and business 
organization; different because it presents some new views on the subject of 
accounting. 


Principles of Cost Accounting 

A compact presentation of the subject; not a collection of forms but a carefully and 
logically developed series of the underlying principles. 
Elementary Accounting Problems (with solutions) 


A series of original problems, beginning with the simplest methods of sole proprietorship 
and extending through the various phases of copartnership to the holding company taking up 
mergers, consolidations, bankruptcy, receivership, dissolution, etc. 


These books were written by 
John R. Wildman, M. C. S., Cc. P. A., 


Professor of Accounting in New York University 


They are sold in sets. The price is $5 postpaid 
New York University Bookstore 
32 Waverly Place New York 


Two Ways of Binding 


Volume XVIII 


and other volumes of the Journal 


The regular buff linen volume binding with red 
morocco labels 


$1.00, postpaid 
In exchange for loose numbers prepaid 


A Temporary Binder 
Holding 6 Numbers 


Uniform in cloth and stamped labels 
with the regular binding 


$1.00 
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bearing upon any line of business. 
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A Practical Home Study Course 
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Guide to the Study of Auditing $1.00 
Analysis of Montgomery’s won- 
derful book in question form. 

Guide to the Study of Accounting $1.00 


Analytical questions covering all 
accounting text books used by the 
leading Accounting institution of 
the West. 


Graded Corporation Problems $1.25 
Chosen from the C. P. A. exam- 
inations. 

Accounting Principles $3.00 


Written to provide answers to the 
innumerable C. P. A. questions on 
the Theory of Accounts that are 
not answered in other text books. 
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2nd & Madison SEATTLE, WASH. 


$1.50 postpaid 


You want to know 
how the customs 
and rules of busi- 
ness have come to 
be what they are 


Read 
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Two of the Best Accounting Works 
Ever Written 


Auditing—Theory and Practice 
By ROBERT H. MONTGOMERY, C. P. A. 


This is the standard American book on auditing. 
Its 700 pages treat auditing both from the general 
standpoint and with reference to special lines of 
business, covering the duties of the auditor, how to 
begin audits, the complete procedure in balance sheet 
audits, the complete procedure in making detailed 
audits, the preparation of reports, and discussions of 
special points in the audits of over forty different 
kinds of business. There is hardly a single page of 
the book which doesn’t give some practical, common- 
sense suggestion for saving time, eliminating unnec- 
essary work, and distinguishing the vital from the 
incidental. Mr. Montgomery is one of the best- 
known and most widely experienced accounting ex- 
perts in the United States, and in this book he has 
given of his best. 


1912. 700 pages. 
Half Leather Binding, $5.00, postpaid. 
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Accounting—Practice and 
Procedure 


By A. LOWES DICKINSON, C. P. A. 


A book on advanced accounting. Standard ac- 
counting treatises cover cases for which established 
methods are known to be correct. ea. 
almost entirely with important matters in which 
there is often a question as to what method is cor- 

rect—those difficult situations which must be worked 
out largely by judgment and analysis of the individ- 
ual case. A knowledge of ordinary accounting is 
assumed, and the discussion concentrated on the 
exceptional the passing situe‘ion and the 
difficult case. Six chapters are given to items of the 
balance sheet, one chapter each to cost accounting, 
depreciation and corporation accounting, and one to 
the responsibilities of the pubtic accountant in im- 

rtant work. It is not exaggeration to say that this 

one of the most important accounting works ever 
written, and every accounting practitioner should 
read it carefully again and again. 


1914. 315 pages. 


Half Leather Binding, $3.50; Cloth Binding, 
$3.00, postpaid. 
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1915 Prospectus 


OF THE 


Journal of Accountancy 


__The following articles are promised by accountants of high standing. They are 
evidence that the Journal will maintain its present high level and at the same time 
treat the every-day problems with which an accountant has to deal: 


Accountants and Receiverships - - - - - - - Edward L. Suffern 
Accounting for a Fertilizer Business - - F. C. Belser 
Accounting for Materials on Construction Work - - . Leslie F. Allen 
Annuities, Bond Discount and Sinking Funds - - - - - R. J. Bennett 
Certified Public Accountant, The - - - - - - Waldron H. Rand 
Joel Hunter 
Competitive Bidding - - - - - - = = = 
H. M. Temple 
Consolidation of Balance Sheets in Holding Company Accounting Allan W. Wright 
Contractual Relations between Clients and Accountants - - H. M. Temple 
Depreciation of Manufacturing Plants - - - - 
Depreciation of Mines - - - . - . - - - - George O. May 
Designing of Accounting Systems, The - - - ~ - ~ E. E. Staub 
Distribution of Indirect Expense on Engineering Construction - Leslie H. Allen 
Fair Interest on Investment in Public Utilities - - . - H. J. Davies 
Farm Accounting - - - - - . - - - E. H. Thompson 
Interest on Investment as Affecting Partnership Accounts - . F. H. Elwell 
Legal Principles Governing Determination of Partnership Assets Cleaveland R. Cross 
Lumber Company Accounting - - Charles A. Mackenzie 
Minnesota Express Rate Case, The - - - - - - Robert H. Tucker 
Municipal Accounting - - - H. W. Carroll 
Municipal Debt Policy - - - - - John B. Tanner 
Relation of the Accountant to the Efficiency Engineer - - - C.E. Knoeppel 
School Accounts - - - - - J.D. M. Crockett 
Some Railway Accounting Problems ~— - - - - - - John H. Bowman 


(R. J. Bennett 


Value of Theoretical Knowledge in the Practice of Accountancy Charles H. Langer 
Edward P. Moxey 


Verification of Inventory - - W. P. Hilton 
Work of Municipal Research, The - - - - - - Frederic A. Tilton 
Working Methods in Constructive Accounting - - - - Francis Oakey 
Also articles by the following: 
W. Sanders Davies Walter A. Staub William M. Lybrand 
B. D. Kribben H. Ivor Thomas Herbert G. Stockwell 
J. Edward Masters John F. Forbes George Wilkinson 


The Students’ Department, edited by Seymour Walton, C. P. A., of Chicago, which 
began with January, 1914 and has met with such hearty approval, will be continued. Mr. John 
Niven, C. P. A., of New York will also continue his careful editing of the Income Tax Rulings. 
Editorials, book reviews and correspondence will have unusually wide interest. 


Annual subscription $3.00; $3.50 outside the U. S. 
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Special Courses by Mail 


The Pace calls your attention to its Special 
Courses taught in its program of Resident school instruc... 
tion, and, particularly, to the fact that these Special 
Courses are available in its 
instruction through the mails. 


LAW FOR BUSINESS MEN: A course which presents the Law asa _. 
science, but without an extended discussion of the Criminal Law and 
Procedure with which thé business man is but little concerned. % 


ACCOUNTING: A course ee en Accounting as a science, from 
operative, viewpalsta. ‘but without 


BUSINESS ADMINISTRATION: A course in Ac- 
counting, Organization, and Law, designed to train men and women 
in the Science of Business. mets 


CORPORATION ACCOUNTING: A 17-weeks’. courses which includes the 
opening and closing of corporation books, the treatment of dividends, 
reserves, sinking funds, amortization, syndicates, and related subjects. 


COST ACCOUNTING: A course in Costs, for students: with a 
knowledge of Bookkeeping : 


_ FUNDAMENTALS OF ACCOUNTANCY: A 17-weeks’ course in Applied 
Economics, Fundamentals of Accounting (including Double try 
Bookkeeping), the Principles of the Law, and the Law of Contracts.: 


PACE STANDARDIZED. COURSE IN PARE 
course, Co t na way the su 
tence Structure Usage, : 
Writing. 


PACE STANDARDIZED COURSE IN ENGLISH, PART ii: A 17-weeke’ 


course, succeeding Part I, correlating the “Sine of Grammiar, Sen- — 


tence Structure, Word Usage, Paragraph Structure, and Letter and =< _ 


Report Writing. 


PROFESSIONAL C. P.A. COURSE: This is the well-known professional 
course preparing for C. P. A. examinatio.as. 


Details will be cheerfully furnished in vied to any of the 
above courses. The bulletins and the publicity docu- — 
ments aré unique—several of the latter are used in the 
public schools as models of English. ‘*Your Personal. 
Overtime’’ has been reprinted upon by organ= 
izations all «ver the world. 


PACE & PACE 


and English, in Residence and by Extension ; 
30 Church Street, New York 
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